THE GROWTH OF WORLD INDUSTRY 
By JOHN JEWKES 


I 


SPECULATIONS regarding the right sequence in which industry and agricul- 
ture should develop and their relative importance in contributing to the 
prosperity of the nation are almost as old as systematic economic thinking. 
The issues have been fought out in debate between physiocrats and mer- 
cantilists, free traders and protectionists, planners and the advocates of 
the free economy in different ages and under widely varying conditions. 
It is not unlikely that they will continue to be matters of dispute until the 
sharp contrasts between manufacturing industry, with its factories, 
‘machines, power, and scientific method, and agriculture, with its much 
more traditional ways, are obliterated by the success of the engineer in 
mechanizing agriculture or of the chemist in producing food and raw 
materials in the laboratory. To the inhabitant of the Western world, 
indeed, the past century and a half stands out as the great age of manu- 
facturing industry, for its growth has influenced his way of living perhaps 
more than any other single factor. But, paradoxically enough, it is the 
great industrial countries, the United States and Great Britain particularly, 
which have in recent years done most to foster agriculture, to supplement 
and stabilize the farmers’ income, and to search for some vaguely conceived 
balance between industry and agriculture. The debate, therefore, still goes 
on although within a new set of references. 


II 


There appear to be, at present, two distinct concepts of world economic 
progress, the one placing emphasis upon the proliferation of manufacturing 
industry, the other upon the advantages of international specialization. 
The first, and the more widely held, can be summarized as follows: manu- 
facturing industry is still limited only because we are watching a continu- 
ing process, now in its early stages, which will see its end when industry 
has spread fairly evenly over the world and, indeed, over each country-—— 
much in the way that agricultural pursuits were universal 500 years ago. 
Progressive industrialization is in the natural order of things. In the three- 


+ Thus Adam Smith in Book III, Chapter I, of Wealth of Nations: ‘The cultivation and 
improvement of the country, which affords subsistence, must necessarily be prior to the 
increase of the town, which furnishes only the means of conveniency and luxury.... Through 
the greater part of Europe, the commerce and manufactures of cities, instead of being the 
effect, have been the cause and occasion of the improvement and cultivation of the country. 
... This order, however, being contrary to the natural course of things, is necessarily both 
slow and uncertain.’ 
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quarters of a century before 1938 the world output of manufactured goods 
increased seven or eightfold.1 Despite the war it has probably increased 
further in the past 10 years. The statistics show how rapid has been the 
growth of manufacturing output in the world and how general has been 
the industrial expansion. They also reveal how the older industrial coun- 
tries, whilst continuing to expand absolutely, have lost. their relative 
position. 

‘World economic equilibrium has not yet been obtained and indeed the 
world is still a very long distance of obtaining it.’ The forces making for 
widespread industrialization are evident. As between countries, a high 
average real income is normally associated with a low proportion of workers 
in agriculture and other primary occupations. History shows that in 
many countries industrialization has been the direct means by which 
income per head has been raised or a larger population sustained at the 
same standard of living. Sometimes this view goes along with the belief 
that the spread of industry will reduce the volume of international trade, 
or cause it to expand less rapidly than production in general. It is, of 
course, this way of thinking which leads states to foster their own indus- 
tries and which underlies the present-day efforts of the richer countries, 
either individually or through international organizations, to provide the 
means of industrialization for the poorer. And it is upon this set of 
assumptions that academic writers, notably Mr. Colin Clark in his brilliant 
Economics of 1960, have forecast rapid industrialization in the next decade 
or two, even in the countries of the Far East. 


Ill 


So much for the first view. The second, less popular and leading to less 
spectacular conclusions, is that industrialization, if it is to carry with it 
an enhanced standard of living, is only possible where certain conditions, 
not universally or even widely to be found, can be satisfied. The favour- 
able circumstances, the forces which set the wheels turning to produce an 
industrial revolution—climate, the temperament and aptitude of the 
people, natural resources—will probably be rare. Manufactured goods, 
on this hypothesis, will continue to be produced mainly in a few areas of 
small dimensions. These areas will supply the world freely with cheap 
industrial goods and draw on other areas for food and raw materials and 
international trade will increase pari passu with production. The associa- 
tion of high industrialization and high income may not be direct cause and 


1 F, Hilgerdt, Industrialization and Foreign Trade, Chapter II. 
2 C. Clark, Conditions of Ex ic Progress, p. 341. 
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Clark, op. cit., p. 179. 
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effect, the industry and the opulence can perhaps be ascribed to a common 
cause—the natural ability of the people and the occurrence of natural 
resources. Many countries, such as Canada, Australia, New Zealand, Eire, 
and Denmark, are rich enough though still much dependent upon agricul- 
ture and might be still richer but for ill-starred attempts to encourage 
industry which have lowered and not raised their income per head. 

Some effective statistics can also be woven into this case. The industrial 
areas of the world, with their factories, machines, and workers, still 
remain tiny*and few—ludicrously tiny in relation to the sweeping social 
and economic changes they have brought about. Before the last war the 
annual average value of finished factory products per head of world 
population was still only about $38.1 The total number of industrial 
factory workers probably did not exceed 100 millions, perhaps 4 per cent. 
of the total world population or 6 per cent. of the population at working 
ages. In 1938 two-thirds of the world manufacturing output was still to be 
found in the United States, Germany, and the United Kingdom; the 
proportion was much the same in 1870.1 Even in countries normally 
regarded as highly industrialized, only a relatively small part of the total 
area of the country and of the working population was devoted to manu- 
facture. In 1939 in the United States the 33 main industrial areas, com- 
prising only 1-7 per cent. of the total land area and 35-4 per cent. of the 
total population, accounted for 54-7 per cent. of the total wage-earners 
and 60-4 per cent. of the value of manufactured products in the whole 
country. A detailed study of industrial change in the United States has 
shown that ‘the most pervasive locational forces have operated to diffuse 
manufactures among the 200 industrial counties rather than to scatter 
manufactures broadcast among the remaining 2,800 counties. ... The 
facts suggest that manufacturing industry is either affected by a very 
high degree of inertia or else on the whole it has been reasonably well 
located with respect to economic advantages.” In Great Britain in 193] 
the 38 largest industrial towns, covering 1-5 per cent. of the total area and 
35-4 per cent. of the population accounted for 44-2 per cent. of the 
manufacturing population. And even a great war followed by four years 


' of @ vigorous ‘balanced distribution of industry’ policy has made little 


change in the broad distribution of industry. Facts such as these, it is 
argued, reveal manufacturing industry as a secondary way of making a 
living, still largely confined to a few countries and, within these countries, 

1 F. Hilgerdt, Industrialization and Foreign Trade, p. 22. 

2 Goodrich and others, Migration and Economic Opportunity, p. 344. It has, however, 
to be noticed that the last war appears to have led to substantial changes in the location of 
industry in the United States. A notable case is the expansion of Los Angeles. At the end 
of the First World War it ranked 28th among the manufacturing centres of the country. 
At its industrial peak during the Second World War it was second only to Detroit. Its 
position is now 4th or 5th. (Fortune, June 1949.) 
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still highly concentrated within quite small areas. They lend force to 
the early observations of Marshall: ‘So long as the main conditions of 
economic development remain nearly as they are now, the chief initiative 
seems likely to be with countries whose great size, rich natural resources, 
and accumulated capital enable them to concentrate large and highly 
organized mental and material appliances on the translation into practice 
of the architectonic ideas of the scientific student and the inventor.’! 

These are the two views. They seem to arise out of very different ways 
of speculating about economic organization and the springs of economic 
change. The first is a more mechanistic approach. It simplifies industrial 
change by isolating the known and measurable factors associated with 
growth—such as the rate of investment—and assumes that quantitative 
relations which have occurred in one society, or at one time, will recur 
elsewhere. Those who adopt it underline the similarity between societies. 
They stress the disadvantages of an early start in the industrial race— 
what one has done another can surely do better later. And they are pro- 
bably more ready to predict the future and to advocate policies based on 
prediction. The second can perhaps be described as the organic approach ; 
it attaches greater importance to the influence of institutions, the pro- 
blems of organizing resources, even when they are available, and the human 
stuff out of which a system is built. Those who follow it emphasize the 
value of accumulated industrial knowledge, skill, and resource, and they 
think in terms of differences between societies. , 

The forces which will determine for the future the different ways in 
which people will seek to make a living are not wholly, and perhaps not 
primarily, economic, for the great outbursts of practical energy in the 
past have invariably been released by movements which have had little or 
nothing to do with economic motive. War, political ideas, the discoveries 
of the scientist and the explorer have hammered out a shape of things 
which no one could have foreseen. Even where the factors at work have 
been more narrowly economic it is doubtful whether the economist has 
at his disposal knowledge which might have made prediction useful in 
any real sense. In such affairs the role of the economist is limited to 
examining what is known of the past, what has made or marred industrial 
revolutions. 


IV 
- The early stages of industrialization have always been painful, the pains 
perhaps being more social than economic. Agricultural communities differ 


from industrial not only in the things they make but in the way they live. 
Deeply engrained social habits cannot be disturbed without distress. 


1 Industry and Trade, p. 159. 
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Work in factories and life in towns are not, in the first instance, pleasur- 
able.1 In one way or another the human resistance to change must be 
overcome by inducement or broken down by force. 

The most serious economic impediment is usually the lack of capital, 
for industrial growth seems to call both for more capital per worker? and 
more capital per unit of output. The cost of factories and machines may 
be great,* but it is probably only a minor part of the bill that has to be 
met as a prelude to expansion. The other forms of the semi-permanent 
equipment of society—power, transport, credit, and distribution facilities ; 
towns with public services; governmental institutions—represent an 
inescapable preliminary cost of the growth of industry.5 The accumulation 
of capital demands a present-day sacrifice. The restriction of consumption 
may be undertaken by the domestic population—if it has a sufficient 
margin to make that possible without starvation—or it may be undergone 
by outside lenders. In the absence of outside loans it may be brought 
about by voluntary saving, by inflation, or by authoritarian systems of 
rationing. But all large-scale and rapid industrial growth leads to capital 
shortage, even in regions which are part of an otherwise rich country.® 
In poor, undeveloped countries the shortage may be the decisive brake on 
change. 

It is these obstacles which confront those who are anxious to encourage 
industrialization in the backward areas. They must find some way of 
breaking vicious circles. One circle runs as follows: poor countries are poor 
because they are not industrialized ; they are not industrialized because 
they have no capital; they have no capital because they cannot save; 
they cannot save because they are poor.’ Another is: industry cannot 
develop until transport and other services are provided; such services 
will not be provided unless clearly there is a demand for them ; the demand 


1 Indian labour, at the beginning of the twentieth century has bevn described as ‘not 
respcnding easily to any stimulus whether of competition, high wages, good conditions, or 
professional pride in work—uniform material almost entirely without enterprise and initia- 
tive’ (L. Knowles, Economic Development of Overseas Empires). But an early English 
master complained of his hands in much the same way: ‘If you offer them work they will 
tell you that they must go to lock up their sheep, cut furzes, get their cow out of the pound 
or perhaps say they must take their horse to be shod that he may carry them to a cricket 
match’ (Lewis and Maude, The English Middle Classes, p. 53). 

2 J. J. Spengler, ‘Aspects of the Economics of Population Growth’, Southern Economic 
Journal, Jan. 1948. 

® G. Terborgh, Bogey of Economic Maturity, p. 95. 

“ In 1937, in the United States, each wage-earner in manufacturing industry operated with 
$2,474 of capital (S. Fabricant, Employment in Manufacturing, 1899-1939, p. 257. 

5 W. Prest, in War Economies of Primary Producing Countries, provides a very interesting 
study of how the lack of such facilities impeded the attempts made during the late war to 
increase output in a number of agricultural countries. 

* The advocates of rapid industrialization in the south-east states of America find the 
shortage of capital a serious impediment to their plans. 

7 H. Singer, ‘Economic Progress in Undeveloped Countries’, Social Research, March 1949. 
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for them must wait on the growth of manufacture. And it is not always 
evident that the breaking of these circles will be easier or more fruitful 
than the pursuit of other lines of economic progress by non-industrialized 
countries. 

Yet a number of countries have successfully made the crossing from 
agriculture to industry and reached a point where industrial progress 
seems to have become, as it were, automatically self-generating. What set 
the wheels going in these cases, how was the crucial transition affected, 
what costs were involved? At the risk of over-simplifying what is a much 
more complex picture it may be useful to think in terms of four groups: 

First, ‘spontaneous’ transitions where state direction has been at a 
minimum and the necessary capital has been provided internally. 

Second, ‘engineered’ transitions where the State has provided most of 
the driving force and has deliberately organized the sacrifices neces- 
sary for investment. 

Third, ‘assisted’ transitions which fall between the first two in the sense 
that state intervention has been limited, either in extent or time, and 
where, normally, investment has been provided, at least in part, from 
outside. 

Fourth, ‘abortive’ transitions where, despite state intervention, the 
system seems to fail to gather sufficient momentum to justify the use 
of the term ‘industrial revolution’. 

There follows one case illustrative of each class. 

Great Britain provides an instance of a spontaneous transition. It was 
given a powerful push in the later stages by a series of important inven- 
tions. But its outstanding feature was that the spectacular progress of the 
nineteenth century was preceded by a long period of preparation which 

saw the appearance of domestic manufacture, the emergence and organiza- 
tion of a wage-earning class, and the slow acquisition of industrial habits 
and skills—all long before the appearance of the factory. Britain had a 
long period of pre-capitalism. At every stage the merchant played a 
crucial role in providing transport, in distributing raw materials, in 
discovering markets, in acting as capitalist by carrying stocks and financ- 
ing the manufacturer. The capital for the first industries came from internal 
savings. Capital flowed freely to break the bottlenecks inevitable in an 
expanding economy. The pains of the revolution, severe as they may have 
been, were minimized by a slow organic growth of the institutions required 
for our industrial society, by the grafting of a new system on an old stock, 
by the long maintenance of the link between industry and agriculture, by 
the creation of industry in relatively small units, by the frugality of the 
population and the mobility of capital. 


1 G. W. Daniels, Zarly English Cotton Industry; T. 8. Ashton, Industrial Revolution. 
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The recent industrial expansion of Russia is perhaps the outstanding 
case of an ‘engineered’ transition. We know little enough about it, 
despite the volume of writing on it, and it is still possible to doubt whether 
it has enjoyed, after the first pains of the transition, a momentum of its 
own or whether it continues to be forced along by the efforts of the State. 
Certainly, however, it has been a speedy and an enforced change. The 
emphasis throughout has been on large-scale operation, partly, perhaps, 
for administrative reasons, partly for doctrinal. Little capital has been 
available from abroad, most of it has been wrested from the citizens by 
the control of consumption and by inflation. The State, too, has been 
compelled to create the required industrial skills and to break down old 
habits by mass education and propaganda and to provide transport, 
distribution, and housing as an integral part of the engineered economy. 
This has probably been the most painful industrial revolution to date. 

An intermediate case, that of assisted transition, has been that in Japan, 
where the State was apparently successful in giving an initial impulse 
to a system which subsequently developed its own motive power. In the 
early stages the government helped by raising foreign loans, by erecting 
textile factories, by handling exports and purchasing imports, by buying 
and loaning machinery. During the later decades of the nineteenth century 
there was scarcely any important Japanese industry of the Western type 
which did not owe its establishment to State initiative. But private indus- 
try built rapidly upon these foundations so that between the two wars 
the State played no predominant part in any industry save iron and steel 
in its primary stages. This is a striking example of assistance applied 
temporarily at the right’ points and then withdrawn. But, undoubtedly, 
other factors contributed to the success. Labour was abundant, cheap, 
assiduous. Industrial expansion was first built up on native supplies, 
such as silk. Small-scale operation and widely scattered factories kept 
down the demands for manufacturing, transport, and social capital to a 
minimum and foreign capital, much of it British, was available to supple- 
ment domestic sources.! 

India seems to be a case where the transition has hardly got under way. 
Before the last war income per head and the proportion of the working 
population in industry were among the lowest in the world. This retarda- 
tion is, at first sight, surprising, for India would seem to have had many 
advantages of the kind which have often made for industrial growth: 
large-scale foreign investment—by 1910 British capital in India amounted 
to £430 millions ;? a first-class railway system—by 1913 India had the 


1 G.C. Allen, A Short Economic History of Modern Japan. 
2 G. Paish, ‘Great Britain’s Capital Investments’, Journal of Royal Statistical Society, 
Jan. 1911. 
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third largest railway system in the world; domestic supplies of jute and 
cotton, coal, and iron ore; the peace and order of British rule; a strong 
nationalist movement which for nearly 50 years has called for industrializa- 
tion and self-sufficiency; an opportunity in two world wars to develop 
industry for military purposes. Yet, by 1900, apart from jute and cotton, 
no manufacturing industry employed as many as 20,000 persons and even 
now the authentic industrial impetus seems to be so lacking that some 
planners are prepared to bring about the desired results by coercion.! 
India, rich in industrial possibilities, has proved poor in manufacturing 
accomplishment. 

Every country, of course, presents peculiarities about which it is easier 
to speculate than to reach firm conclusions. The recent economic history 
of Eire, New Zealand, perhaps Australia, may represent instances of 
abortive industrial growth. The expansion of the United States and, more 
recently, of Canada would appear to constitute the easiest transitions of 
which we have record. But in every case there have been pains, the sharp- 
ness of which have varied with the speed of the change, the degree to 
which outside help could be obtained, the power of the State to override 
individual rights, and the disposition of the people themselves. At least 
it is clear that machine industry is not something which emerges from 
simply thinking and talking about it. It is not something spontaneously 
generated by the provision in prescribed amounts of the objective matter 
needed for industrialization. In every case it has been the complicated 
issue of a tangle of social forces which, for lack of a better term, we call 
institutional. 

V 


What conditions must be satisfied if a country, having surmounted the 
first big hurdles, having beeome industrialized, is to maintain its position 
among the industrial countries? Can it normally be expected to carry a 
momentum which will make it difficult or impossible for other, agricultural, 
countries to get into this field? Or are there good reasons for supposing 
that, sooner or later, industrial expansion brings about its own retardation, 
thus providing opportunities for industrialization elsewhere? How far 
does a country enjoy advantages or suffer from disadvantages just because 
it had an early start ? 

The inherent momentum of expansion is usually described thus. The 
increasing size of the system as a whole brings a double advantage; it 
renders possible bigger factories and bigger firms and it opens up the 
way to greater specialization. Specialization lowers costs, widens the 

1 A Plan of Economic Development for India, p. 55: ‘Practically every aspect of economic 


life will have to be so rigorously controlled by government that individual liberty and free- 
dom of enterprise will suffer a temporary eclipse.’ 
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market, and creates scope for more specialization. Expanding profits 
create an internal source of profits which can be ploughed back. The 
rising standard of living makes voluntary saving easier. Scientific interest 
branches out increasingly into technology and towards economic objects. 
Each new invention opens up a wider range of technical exploitation of the 
work of the scientist.1 Checks are inevitable: crucial materials may be 
scarce, holding up the line as a whole; technical development may lag 
at one stage for a time; the trade cycle may apply a brake periodically. 
But, so long as men are free and goods, capital, and labour are mobile, 
these checks will be temporary. 

This is undoubtedly a reliable general record of the experience of many 
industrial countries at some stage in their growth. It represents, to take 
the most spectacular example, what has been occurring in the United 
States in the past 50 years by which that country has raised itself to what 
appears to be an almost impregnable position as the industrial producer 
of the world. 

There is, however, the conflicting theory that every industrial country 
will ultimately suffer from retardation or even decline. The alleged dis- 
advantage of the early start may be summarized in the form in which it is 
normally applied to Great Britain (though oddly enough not to the United 
States, which has now had almost a century’s experience of industrial 
expansion). Pioneer industrial countries, as all pioneers, will make costly 
mistakes which other countries, following on, will avoid. The pioneer 
country will find itself with obsolete equipment and badly located indus- 
tries. Its business men will become old fashioned and torpid. So its 
industrial supremacy will slip away. The analogy is the biological one of 
growth and decline in a mortal being.? 

Now, no one can deny that this may happen. Business men, or even 
economic dictators, may suddenly change their character and hang on to 
industrial antiques much as old people cherish the domestic equipment of 
their youth.* But, of course, this theory goes farther than that and makes 
the very odd suggestion that grandsons will be lethargic because their 
grandfathers were energetic. 

Put in its crude form the theory of the disadvantages of the early start 
seems to make little sense. For if an early start is a disadvantage, the 
happiest position for any country would be that in which no start had 
ever been made at all, or indeed no start ever would be made. It is 


1 A. Young, ‘Increasing Returns and Economic Progress’, Economic Journal, 1928. 

2 See a notable article on this subject by F. R. J. Jervis, ‘The Handicap of Britain’s Early 
Start’, Manchester School, Jan. 1947. 

% Cf. Toynbee (abridgement by Somervell), A Study of History, p. 330: ‘If one were to 
single out the point in which Great Britain has been most at fault, one would put his finger 
on the conservatism of our captains of industry who have idolized the obsolescent techniques 
which had made the fortunes of their grandfathers.’ 
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difficult to believe that the future of the British textile industries would be 
brighter now than it actually is if no pound of yarn had ever been spun 
here. Or that Japan and Germany, by having had much of their machinery 
blown to bits in the late war, have benefited by being relieved of the 
disadvantages of an early start. Do these disadvantages last for ever or 
merely for a term? And is it a mistake to establish now new industries in 
Great Britain since, by definition, these will be early starters? Industrial 
progress consists of discarding old methods for new. There is no reason to 
think that this is inherently more difficult, or more likely to breed stifling 
inhibitions, than the installation of the new methods from scratch. 

There are, however, other more solid grounds on which it may be 
suggested that industrial supremacy may contain the seeds of its own 
decay and that industrial activity may, thereby, be encouraged elsewhere. 

The first is that an industrial revolution can never be carried out once 
for all; the whole of the industrial life of a nation is the same continuing 
process. The features of the early stages of an industrial revolution are not 
really unique. Every industrial country, if it is to avoid decline, must be 
prepared to meet the pains and cost of adjustment however invulnerable 
its position may momentarily appear to be. Professor A. F. Burns has 
established, from a study of American conditions from 1870, that most 
industries suffer, after a time, from an appreciable and continuous weaken- 
ing of their speed of advance. This evidence is of special significance 
because it is drawn from an industrial system which was expanding rapidly 
and was probably not showing any general retardation in its rate of ad- 
vance. From this he deduces that ‘retardation in the growth of individual 
industries is one of the expressions of the progressiveness of American 
industry’. Professor G. Stigler? has produced further evidence that the 
rate of growth of an industry group is associated with the heterogeneity 
of the rates of growth of the industries constituting the group. In brief, 
flexibility is a prerequisite for the maintenance of industrial supremacy. 
The decline, relative or absolute, of individual industries is the condition 
precedent to the maintenance of progress in the system as a whole. 
Progressive industrial systems are continually discarding types of employ- 
ment and equipment in favour of other types which will yield a higher 
return. 

Now flexibility means upset for individuals and the disturbance of 
expectations. Workers will be called on to change their jobs, entre- 
preneurs to scrap equipment, savers to provide new capital. This is the 
same problem in kind, if not in degree, as that confronting the backward 
countries undertaking industry for the first time. But an advanced 


1 Burns, Production Trends in the United States since 1870, Chapter IV. 
2 Stigler, Trends in Output and Employment. 
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industrial country will have created classes and institutions, vested interests 
each of which, it is arguable, will seek, in the last resort by political action, 
to maintain its own position. The entrepreneur may be powerful enough to 
force the State to give him protection, the trade union may seek to main- 
tain the same earnings in the same industry for an undiminished number 
of workers. Of course, the community as a whole cannot, by staking its 
claim, determine its economic standing (unless it can find some benefactor 
in the international field). But the efforts of groups to do so may be 
successful and, by delaying necessary readjustments, may undermine the 
position of an advanced industrial country. Some such cause, probably, 
lay at the root of the British industrial decline between the wars. Of 
course, industrial retardation of this kind is not inevitable. Even in a 
competitive society, where class interests do not always or fully coincide, 
it is conceivable that each group might recognize the degree to which its 
interests coincide with the interests of others and might be prepared to pay 
the price of restraint for the maintenance of some framework of society, 
commonly deemed desirable. This calls, however, for a high level of public 
intelligence and a well-developed sense of social responsibility. 

A second possible retarding force lies in the steadily rising claims for 
consumption or leisure which may be made by an advanced industrial 
society. Before the last war it was often supposed that the stability of 
industrial countries was most likely to be disturbed by over-saving and 
the absence of profitable investment opportunities. But the view that a 
too low level of consumption constituted the continuing danger to stability 
has been changed by the destruction of equipment in the last war, by the 
movement towards more equal distribution of income, and by heavy 
taxation destructive of saving. No one stresses in these days the dangers 
of secular stagnation due to insufficient spending. Veblen! sought to 
account for the rise of industrial Germany by contrasting the frugality of 
its hard-working population, content with a relatively parsimonious 
income with that in Great Britain, where wasteful consumption and leisure 
gradually came to be regarded as inalienable rights both by the rich? and 
by the working classes. Veblen assumed that increased consumption and 
a higher regard for leisure necessarily make for inefficiency. In that, of 
course, he was wrong. But there are at least three ways in which over- 


1 Imperial Germany, Chapters IV and VI. 

2 Who had learned ‘to consume large incomes with that unobtrusive efficiency that marks 
the gentleman of inherited wealth who has had the benefit of lifelong experience in a com- 
munity of wasters’. 

* With their high level of ‘mandatory expenditure on decencies, physically superfluous 
and commonly aesthetically obnoxious’ and their ‘ preoccupation with sportsmanlike interests 
and values which has spread from the levels of gentility down through the body of the 
population, until this category of dissipations has become almost the sole ground of common 
interest on which working men meet or hold opinions’. 
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anxiety to cash in on the fruits of industrial progress may defeat itself. 
First, by raising consumption to such a level that the necessary scale of 
new investment becomes impossible. Second, by forcing consumption into 
such channels as to reduce efficiency. (It is odd, for example, that Great 
Britain had, at the end of the nineteen-forties, the most expensive medical 
' service but one of the poorest dietaries among industrial countries ; there 
clearly was something to be said for a little less medicine and a little more 
food.) Third, by raising expectations concerning amenities to the point 
at which fow or none are prepared to enter the stern and unpleasant 
occupations—the problem of manning the British coal-mines is a case in 
point. The economist, of course, is not specially qualified to pass judgement 
on these aims and valuations. But it is open to him to suggest that they 
may well be self-frustrating. Certainly if they normally take possession of 
advanced industrial countries, industrial supremacy is likely to be 
ephemeral. 

A third possible major retarding factor is the increased scale on which a 
concentrated industrial region must provide tertiary industries—trans- 
port, distribution, and the like—in order to integrate the more and more 
specialized industrial units into a co-ordinated working system. Mr. Colin 
Clark! has shown that industrial expansion has almost universally been 
accompanied by a more than proportionate growth of these tertiary 
services. The proportion of the working population engaged in manufac- 
turing proper appears to reach a peak and then decline. In the United 
States the peak was reached in 1920; in Great Britain and France in 1900; 
in Germany in 1925; in Japan in 1920. The peak is surprisingly low— 
in the United States about 30 per cent.; in Great Britain a little higher. 
In most industrial countries the proportion of the working population in 
commerce, transport, and other services has already far surpassed that in 
manufacturing proper. Now the growth of the tertiary services is some- 
times spoken of as if it were the cause of increased production and a higher 
average income. But the relation is really more complex than that because 
these services are in part producer services, in part consumer services, 
and it is difficult to disentangle the elements. Suppose, for instance, an 
industrial region expands to the point at which the density of population 
makes it necessary, if people are to get to their work at all, to build a costly 
underground railway. In so far as this is essential for getting people to 
work it is one of the costs of industry. In so far as it is used by people 
to go into the country-side on Sunday mornings, or in so far as people like 
riding on it as a leisure occupation (if there are such), it is not a cost of 
that particular way of locating and organizing industry. There may be 


1 C. Clark, The Conditions of Economic Progress, Chapter V. J. A. Hobson, The Evolution 
of Modern Capitalism, Chapter XVI, had seized upon the same point much earlier. 
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no way of measuring these tertiary costs, but the presumption is that they 
pile up rapidly in the older areas and they may ultimately constitute the 
opportunity of infant industrial areas, operating economically in smaller 
social units, to break into export markets or produce more economically 
for themselves. 

There are, of course, many other forces which may finally impede the 
growth of established industrial areas. They are probably less important 
than those already mentioned. It is sometimes argued that more automatic 
machinery makes it easier for backward countries to industrialize by 
reducing the differential advantage possessed by the skilled workers of the 
older industrial areas. But increased mechanization often puts a premium 
on advanced technical knowledge, skill, and experience in the design, 
development, and operation of the new machines. It is sometimes argued 
that the older industrial areas will finally succumb because of the depletion 
of their natural resources. But countries with high technical knowledge 
become extraordinarily skilful in discovering new sources and new ways 
round threatened material shortages. It is sometimes asserted that 
industrial skills can now be more easily transferred from one country to 
another than formerly. But there seem to be grounds for scepticism about 
the ease of transference of ‘know how’ from old to new industrial coun- 
tries. For ‘know how’ involves two things: watching what the other does, 
which is easy, and then applying his methods with such modifications as 
are called for by the new environment in which they are to be applied, 
which is very difficult. It used to be argued, before the war, that the slowing 
down ot the rate of population, held to be typical of mature countries, 
would inhibit further advance. But a market can just as well be large with 
a few people at a high standard of living as with a lot of people with a low 
standard of living. And, in any case, present population trends have 
rendered the pre-war population estimates obsolete. 

It is difficult to assess the relative importance of the points raised in this 
section. But one reasonable deduction would be that, from the technical 
and more narrowly economic angle, the established industrial countries 
have a big pull over future competitors, not so much in the actual posses- 
sion of capital equipment—though that advantage may be considerable— 
as in the accumulation of their scientific knowledge and, above all, in their 
experience of the process of trial and error by which the innumerable bits 
of a complicated economy can be made to work together. There is nothing 
inherently impossible in a future in which the manufactured goods of 
the world would be largely made in a few places with the rest of the 
world drawing on those sources, making a better living by supplying 
food and raw materials than would be possible for them in any other 
way of life. 
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VI 


In the long run, in so far as economic motives rule, people will try to 
make their living in the easiest way. Whether they move towards industry 
or towards agriculture will be determined by the yield of one hour’s work 
and the rate at which one type of goods exchanges for the other. As for 
the future of the terms of trade between industrial and agricultural goods, 
one may take one’s choice between a number of differing estimates. One 
may believe that the world is faced with starvation, due to the prodigal 
exploitation of the basic fertility of the earth; or that the problem of the 
future is a surplus of food and raw materials arising out of improved 
agricultural technique and the limited capacity of the human stomach. 
The pros and cons have been exhaustively listed in the Report of the Royal 
Commission on Population, 1949.1 Generally speaking, in the past half- 
century, the rate of exchange between industria: and agricultural goods 
has favoured industrialization. Output per head has increased more 
rapidly in industry than in agriculture ;? a unit of industrial goods has, 
apart perhaps from the period 1921-9, purchased an increased volume of 
agricultural products. But it would be reckless to say that this will be 
true of the future. 

One conclusion is, however, less risky than others. The equilibrium 
between industry and agriculture must be a moving point. If, for any 
reason, industry extends through the world, each advance would make the 
next advance less likely. For the consequent diversion of resources away 
from agriculture combined with the generally accepted inelasticity of 
demand for agricultural products, would tend to move the terms of trade 
sharply in favour of agriculture.‘ 


VII 


To sum up: One hundred and fifty years after the invention of the major 
mechanical devices which gave form to modern industry, the population 
of the world is still largely engaged in agriculture, and manufacturing 
industry has flourished only in a limited number of spots. The balance 
between industry and agriculture may, in the future, change more rapidly 
than in the past. The mere congestion of mechanical and social equipment 
in the existing industrial areas may produce atrophy and lead the risk- 
taker to employ his enterprise elsewhere. Industrial societies may inevit- 
ably create institutions and social habits which undermine the foundations 


1 Chapter X. 
2 G. J. Stigler, Trends in Output and Employment. 
® C. Clark, Conditions of E ic Progress, p. 453. 





* C. Clark, Economics of 1960, assumes a 90 per cent. improvement in the terms of trade 
in favour of agricultural products between 1925 and 1960. 
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of their former success. The discovery of new supplies of known raw 
materials or of new raw materials with industrial potentialities may 
completely change the location of industry. Or the work of the scientist 
may render meaningless the useful distinction made by the economist up 
to now between industrial functions and agricultural functions. The 
evidence of the past is, however, on the whole against such suggestions. 
Modern industry draws the means of its growth and development from a 
deep-rooted system of science and technology which becomes stronger with 
the years and which, therefore, would appear to confer persisting advan- 
tages upon the nations which possess it. 


MERTON COLLEGE 
OXFORD 





REAL INCOME AND ECONOMIC WELFARE 


By A. C. PIGOU 


Tue Editor of the Ozford Economic Papers has invited me to comment on 
Professor Samuelson’s article on ‘The Evaluation of Real National Income’ 
in the January 1950 issue, with his very courteous Appendix on my treat- 
ment of the matter in Part I, Chapters 5 and 6, of the Hconomics of Welfare. 
It is nearly twenty years since my last revision of that book and it is not 
surprising that serious defects in my treatment have been revealed. I do 
not want to challenge Professor Samuelson’s argument on any substantial 
matter. The most useful way, I think, in which I can comment is by saying 
in my own language—his tools come unhandily to me—how these things 
seem to me to stand now. 
I 

For any investigation in this field the starting-point is plain. If real 
income consisted of a single sort of measurable homogeneous commodity, 
it would vary from time to time in proportion to the quantity of this 
commodity contained in it. But in actual life real income is made up of 
a large number of heterogeneous commodities. If these were bound to- 
gether in such a way that their several quantities always altered in the 
same proportion, real income would vary in accordance with this propor- 
tion. We should still have an unambiguous physical measure of change. 
If conditions were such that, when the quantity of one commodity 
embraced in real income increased (or decreased), the quantity of none 
decreased (or increased), we would be able to say of the real income in one 
situation that it was greater or less than the real income in another ; though 
we should not be able to specify a proportion in which it was greater or 
less. In actual life it will only happen rarely that even the second less 
stringent of these conditions is satisfied. In general, therefore, it is im- 
possible, by means of any physical test, to say whether one real income 
is larger or smaller than another in a specified proportion, or even to say 
whether it is larger or smaller at all. When we read that real income, or 
the part of it represented by industrial production, is 5 or 10 per cent. 
larger in one year than in another, this cannot be a true statement of 
physical fact. The real incomes of the two years are physically incom- 
mensurable, and no algebraic manipulations, useful as these may be for 
some purposes, can get over that. Where do we go from here ? 


II. The Problem 
Let there be two situations, I and II, in which there are equal numbers 
of persons, and let their aggregate money incomes (all of which are expended 
in buying real incomes) be equal. In both situations real income is made 
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up of the same various kinds of heterogeneous measurable items. In the 
first situation the quantities of these items respectively are 2,, 2..., and 
their prices a, a,.... In the second situation the quantities are y,, ¥,..., 
and the prices 6,, 5... . 

It follows, of course, that a,x,+a,%_+... = 6, y,; +b. Yo+... . 

Suppose that the values of the z’s, a’s, y’s, and 6’s are such that (1) a, 7,+ 
My X+... is > or, alternatively, is << 6, 7,+5, x,+-... in a given ratio and 
(2) that 6, ¥, +5, y¥,+... is > or, alternatively, is < a, y,+a, y,+... in @ 
given ratio. 

What inferences about (1) real income and (2) economic welfare respec- 
tively can be derived from these statistical data? This is our problem. 


III. Inferences about Income 

Under this head consider first the relation between the actual real in- 
come of the first situation and the potential real income of the first situa- 
tion’s pattern in the second. That is to say, given that the real income of 
the first situation comprises z,, 2,... amounts of the several items, is, so 
to speak, of x pattern, what can be said about the relation of this actual 
income to the potential income of this pattern in the second situation ? 

If we know that in the second situation constant returns prevail every- 
where, we can infer that the price of any nth item will be the same in that 
situation if x, units of it are being produced as if y,, units are being pro- 
duced. The prices actually found in this situation will, then, also be those 
that would rule for the quantities proper to the first situation. Hence 
b, x, +6, 2,+... is the aggregate price for which the real income of the first 
situation could be purchased in the second. Hence, given that a, 2,+ 
Ay %q... > or < 6, %,+6,2,+... in a given ratio, the potential 2 pattern real 
income in the second situation is greater or less than the actual real income 
of the first situation in this ratio. 

If we do not know that in the second situation constant returns prevail 
everywhere, we cannot claim that 5,, b,... are the prices that would prevail 
in that situation if x,, 7,... (or some multiple of them) were being produced 
instead of the actual y,, y...... Hence to know that a, x,+-a, x,+... is > 
or is < 5b, 2, +0, 2... in a given ratio does not enable us to say that the 
potential x pattern real income in situation IT is greater (or less) in a given 
ratio than the actual real income of situation I, or even that it is greater 
(or less) at all. We may, indeed, hold in a general way, as I did in The 
Economics of Welfare, that the ‘errors’ may be expected so far to cancel 
out that the potential x pattern real income of situation IT is probably 
greater (or less) in some degree—though not in a given degree—than the 
actual real income of situation I. But this sort of a priori hunch is perhaps 


not worth much. 
4520.1 c 
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Consider, secondly, the relation between the actual y pattern real in- 
come of the second situation and the potential real income of the second 
situation’s pattern in the first. The arguments developed above obviously 
hold good here also with appropriate verbal adjustments. 

There is clearly nothing to prevent both the potential x pattern real 
income in situation IT being greater (or less) than the actual x pattern real 
income of situation I ; and also the potential y pattern real income in situa- 
tion I being greater (or less) than the actual y pattern real income of 
situation II. There is nothing, that is to say, to prevent this in a general 
way. As we shall see immediately, however, in a certain special case this 
state of things entails a contradiction and is, therefore, impossible. 


IV. Inferences about Economic Welfare 
Case 1 

First suppose that in situation I all purchasers’ tastes and purchasing 
power are alike ; that no change in any of them takes place in situation II ; 
but that in that situation there is a change either as regards aggregate 
resources at work or as regards technique in some or all industries. 

Here prima facie we may argue as follows. If in situation II potential x 
pattern income is smaller than actual x pattern income in situation I, we 
know that purchasers prefer the actual y pattern income of situation IT 
to something less than the actual x pattern income of situation I. But this 
does not imply that they prefer it to that actual x pattern income itself, 
and so allows no inference about economic welfare. If, however, in situa- 
tion II potential x pattern income is larger than actual x pattern income in 
situation I, then, since each purchaser must prefer what he actually buys 
to what he could have bought, and since each could have bought more x 
pattern income in situation IT than he does buy in situation I, his economic 
welfare must be larger. 

This, however, as Professor Samuelson has shown, is not exact. Each 
individual consumer, when y pattern income is actually being produced, 
knows that whatever he individually does will not make prices differ from 
b, or b,.... Therefore the prices which he thinks of when deciding how much 
of anything to buy are 6,, 6,.... What matters to him is his share of the 
potential x pattern income, as he thinks it would be, in situation II. Given 
then that this imagined potential x pattern income in situation II is larger 
than the actual x pattern income in situation I, it follows that economic 
welfare in situation IT is larger than in situation I irrespective of what the 
potential x pattern income of situation II actually is. That is to say, in 
the conditions I have here supposed, if a, 2,+-@, %+... > b, 71+, %+..., 
economic welfare is larger in situation II. 

In these circumstances it follows that imagined potential y pattern 
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income in situation I cannot be larger than actual y pattern income in 
situation II. That is to say, b, y, +5, y+... cannot be > a, y¥; +d, Yo+.... 
For that would entail economic welfare being larger jn situation I than 
in situation IT: which contradicts what was established above. When con- 
stant returns rule in both situations, so that imagined and true potential 
incomes coincide, what has been said of imagined potential incomes also 
holds of true potential incomes. A restrictive condition is in fact imposed 
in this special case excluding a relationship which, as we saw above, is 
in general admissible. 

Case 2 

Secondly, suppose that, as before, everybody’s tastes and purchasing 
power are the same in situation II as in situation I, but that the tastes and 
(or) purchasing power of different purchasers differ from one another; 
while, as before, there is a change on the supply side. 

In this case it is never possible to infer from price and quantity statistics 
how economic welfare will differ in situation II from situation I. Given 
that (a, 71+, X...) > (b, 21+, X...), it is necessary, as before, that 
the actual y pattern income bought in situation IIT must be preferred to 
the imagined x pattern income which might have been bought. But it is 
not necessary that this imagined x pattern income of situation IT, though 
it is larger than the actual x pattern income of situation I, yields more 
economic satisfaction than that does. For people who get more may have 
less keen desires for the additional things they get than people who get 
less had for the things of which they are deprived. Thus suppose that there 
are only two sorts of commodities, bread and beer, bread only being 
desired by one set of consumers and beer only by another set; and that 
bread becomes cheaper, but beer dearer. Economic welfare may obviously 
be rendered greater if the forms of the utility functions of the two groups 
for bread and beer are of one sort and less if they are of another sort. 


Case 3 


As in Case 1; but here tastes are supposed to be changed uniformly ; 
while the quantity of resources at work and technique are not changed at 
all. If (a, 71+, 2...) > (b, %1+5, %,...), we know, indeed, that in situa- 
tion IT the actual y pattern real income that prevails is preferred to the 
imagined x pattern real income which might prevail. But we do not know 
whether the imagined x pattern real income would yield more satisfaction 
in situation II than the smaller actual x pattern income of situation I, 
because tastes in the two situations are different. No inference can, there- 
fore, be drawn about comparative economic welfare. Thus, suppose that 
real income consists only of a single sort of commodity, the aggregate 
supply of which is fixed. It is obvious that, if people come to care much 
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more than before for this com modity, their economic welfare (satisfaction) 
will be increased ; if they come to care much less, it will be diminished. 
But price quantity statistics cannot distinguish these cases. 


More complicated cases 

It is unnecessary to discuss more complicated cases, where tastes and 
purchasing power, being alike for all, both these and also technical con- 
ditions of production have changed, or, where, tastes and purchasing 
powers not being uniform, they and technical conditions have both 
changed. It is evident from what has already been said that no inference 
about changes in economic welfare can be drawn from price quantity 
statistics. 


Thus it is only in our Case 1 above, where quantity of resources and 
technical conditions have changed and tastes and the purchasing power 
are alike for all purchasers and have not changed, that inferences about 
economic welfare are possible. 


KING’S COLLEGE, 
CAMBRIDGE. 
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SOCIAL ACCOUNTING TODAY! 
By DUDLEY SEERS 


THE first part of this paper discusses the economic meaning of some of the 
conventions used in the National Income White Paper, and the second the 
usefulness of the main economic documents currently published for judging 
the government’s policy of economic stabilization. 


I. White Paper Definitions 


Every year the National Income White Paper increases our knowledge 
about the structure of payments in our economy, and the latest White 
Paper contains innovations which are technically more striking than for 
some years past. The most important are the tables (3 and 4) showing 
estimates of output of the various sectors of the economy (from ‘ Agricul- 
ture’ to ‘Public Authorities’) and the first official analysis of salaries and 
profits between sectors. This can be extended, when the promised industrial 
analysis of profits is provided, to a complete picture of the industrial com- 
position of income. Even the rather bare framework at present given 
increases substantially our insight into the economic system. 

Secondly, direct estimates have now been made of capital formation for 
1948 and 1949, so that for these years this item is no longer obtained as 
a residual. In passing we note that the authors do not find the need for the 
line called by the American estimators ‘Statistical Discrepancy’.? This 
check also, of course, strengthens the estimates for savings. 


The Balance of Payments 

On the debit side there are a number of deficiencies still not made good. 
One of these is that the White Paper, apparently unwillingly, still uses the 
Treasury’s definitions in the Balance of Payments.* It states that the con- 
ventions adopted (which are broadly on a ‘cash’ as opposed to ‘income- 
and-expenditure’ basis) ‘restrict somewhat the scope of the term “external 
assets” in the capital account’. It anticipates that ‘these logical incon- 
sistencies will be put right in future papers on the balance of payments’.* 


1 This paper was first read to a discussion group of Oxford economists convened by 
Mr. Hicks. 

2 The meaning of this line in the American estimates is, however, not very clear, since if 
the two methods of computing aggregate national income yielded widely divergent answers, 
the estimators surely would, and should, try to narrow the discrepancy. Hence it must be 
an indicator of the amount of reconciliation rather than of accuracy. 

3 One item, the 1948 payment by India of £45 m., treated by the Balance of Payments 
White Papers as a current account item, the authors of the National Income White Papers 
were unable to tolerate in their current account. 

4 These words conjure up the shadow of a suspicion that the Treasury’s hand is being 
forced. 
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Meanwhile the White Paper gives us a strong hint to deduct item 47) from 


the current account deficit (which means treating oversea investment of 


oil companies and the increase in exports shipped but not paid for as 
increasing our assets vis-a-vis the rest of the world). The effect of this step 


is as follows :! 











(£ millions) 
1938 | 1946 | 1947 | 1948 | 1949 
Current account deficit as given . ‘ 70 370 600 150 70 
Correction. . x ‘ . . és —75 | —100 | —100;} —80 
True current account deficit : ;‘ 70 295 500 50; —10 




















It seems therefore that, using more meaningful conventions, the economy 
was already in overall balance for 1949, though this was apparently because 
deficits in the second and third quarters matched surpluses in the first and 
fourth quarters.” 

There is, however, a further unrealistic feature about the deficit, as the 
White Paper suggests, in that it is entitled ‘net lending to the United 
Kingdom’ whereas, in fact, some of the capital receipts create no liabilities. 
We can correct for these non-loan items as follows: 


(£ millions) 





1938 | 1946 | 1947 | 1948 | 1949 





True current account deficit (from above) 70 295 500 50 —10 
Less Gifts from Australia and New Zea- 

land 3 ay —30 es —16 
Less Gross Grants under Burcpenn Re- 

covery Programme* ; ie es i —96 | —258 


Plus Net aid granted under later: Buro- 


pean ayaa sat sgued 7 the 
UE? . Ks ate me +6 +45 


Net increase in oversea liabilities . ; 70 295 470 —40 | —239 























* Information provided by London office of E.C.A. 


The last line must still be treated with caution. Much of the increase in 
capital assets is in respect of emigrants’ funds or other private capital out- 
goings which will make no appreciable contribution to our future earnings 
of foreign exchange. Moreover, the conventions used here are legalistic 
rather than realistic, in that a full obligation to settle liabilities is assumed, 


1 The step amounts to bringing the account from an imperfect cash basis to an ‘income 
and expenditure’ basis. 

2 See Bulletin of the Oxford Institute of Statistics, May 1950. The fourth quarter as shown 
there had a deficit, but a substantial ‘increase in foreign trade credit’ had been written into 
that quarter’s figures to put them on the conventional basis. 
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whereas many of the government loans, both in receipts and payments, 
should perhaps be somewhat discounted. Despite these qualifications, or 
possibly because of the last, the conclusion is unmistakable that the 
United Kingdom, contrary to the general impression, has been reducing 
her indebtedness to the rest of the world over 1948 and 1949.1 


Depreciation Allowances 

The provision for depreciation by enterprises has increased in the fol- 
lowing series over the last four years, according to the White Paper: 
(£ m.) 590, 660, 675, 865. The 1938 estimate was £360 million, and if we 
presume that to be correct, and allow for a capital goods price rise to 
24 times the pre-war level, the estimate for 1949 cannot be far from an 
estimate of the depreciation of capital at current replacement cost. The 
deliberately excessive allowance for depreciation of new capital was just 
about balancing the deficiency in allowances on old capital, due to the use 
of original cost instead of replacement cost as a basis for depreciation 
allowances.? However, the allowance for 1948 in particular was appa- 
rently lower than replacement cost, and the continued use of legal deprecia- 
tion allowances has provided a most unsmooth series for these years, 
because of the sudden changes in legal rates. There is, of course, a case for 
taking the legal allowances in that they can be more accurately estimated, 
as the White Paper argues (p. 50), and to choose between estimating 
accurately what one does not quite want or estimating inaccurately what 
one does want is always a dilemma. Still, the substantial revisions made 
in the estimates of depreciation each year make one doubt the strength of 
this contention. In view of the information in official hands on the rate of 
capital growth and on the price changes for capital goods, one would have 
thought that a more useful ‘net’ aggregate would now be yielded by trying 
to estimate replacement cost. The estimate of legally allowed depreciation 
should, of course, be retained for some purposes such as the analysis of 
corporate income appropriation (Table 16). 


Inventory Gains 

The greatest difficulty in using the White Paper arises, however, from 
the treatment of inventory gains. In a way the White Paper for 1950 
shows a considerable improvement in this respect, since an estimate of the 
price element in inventory increases is given for the first time, and the 
aggregate ‘Gross National Product’ does not include these inventory 

1 This is as a result of current transactions. As a result of the devaluation of sterling, 
however, the sterling value of our dollar debts, including those to international organiza- 


tions, increased by £809 m. (Hansard, vol. cceclxxiv, col. 53) and credits given under ex- 


change guarantees amounted to £60 m. (Cmd. 7933, Table 26). 
2 This balance looked at from another view is one between excessive depreciation allowed 


against industrial profits and deficient depreciation allowed against rent. 
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gains. We realize now what large analytical errors changes in inventory 
gains may have caused for past years, if as large a fall as £325 million is 
possible between 1948 and 1949. However, the satisfaction felt by the 
authors because they are ‘following the practice’ recommended by the 
authorities both of the League of Nations and of the United Nations is 
not very securely based, for the implication of the reports cited is clearly 
that, as a (potential) capital gain, this item should be excluded from all 
income aggregates. The White Paper defines, however, National Income 
and National Expenditure and all the relevant components of the Social 
Accounts in such a way as to include them. So one has to pick one’s way 
most carefully through the White Paper in order to avoid being misled on 
this point. 

When one comes to profit analysis the danger of being misled is even 
greater, for dll the profits figures shown (other than in Tables 3 and 4) 
include inventory gains, and the underlying movement of profits made 
in trading proper, or ‘true’ profits, cannot be distinguished. This is a 
great drawback for nearly all national income research, whether one is 
dealing with the factor cost side (profit margins) or with inflationary ‘gaps’ 
(savings propensities). 

The distribution of income by source (Table 5) shows a slight fall i in 
trading profits of companies between 1948 and 1949. All the profit items 
in this table include, however, inventory gains which fell sharply. The 
effect of allowing for inventory gains would therefore be to reveal an 
increase in company profits net of inventory charges, but an increase of an 
uncertain amount. The relevant figures are :! 




















(£ millions) 

1948 1949 

Income from farming : : ; . 258 283 
Profits of sole traders ’ ‘ : ; 735 745 
Trading profits of companies . § S 1,685 1,590 
Operating profits of public enterprises ‘ 126 140 
Total profits and ae gains . . | 2,804 2,758 
Less Inventory gains ® ; f 400 75 

e 
Total profits r me , ¢ ; | 2,404 2,683 





Presumably the bulk of inventory gains must be attributable to com- 
panies, but the rise in retail prices was fairly sharp in 1948, and sole 


1 It is assumed the inventory gains in professional earnings are negligible. Inventory 
gains of public authorities, as opposed to enterprises, have been apparently excluded. There 
is no place for them in the analysis of the national income, which is defined so as to include 
all inventory gains. Of course a further correction needs to be made for the sharp and 
artificial increase in depreciation allowances, if one wants a proper picture of the change in 


profits. 
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traders must have made substantial gains out of retail stocks.1_ Conse- 
quently the ‘true’ profits of companies for 1948 and thus their change 
between 1948 and 1949 cannot be estimated with sufficient accuracy. 
National income analysis very urgently needs some assistance from the 
authorities on the division of inventory gains. 


II. National Income Analysis and Economic Policy 

The White Paper has become increasingly a publication for the specialist, 
partly because of the technical snags outlined above and partly because of 
the great extension of information year by year. The timing of its publica- 
tion, just before the budget, suggests that it is still meant to provide the 
quantitative background for the debates in Parliament and amongst the 
public on the budget. For this political purpose it is now too indigestible. 

A second function of the White Paper is that it provides a basis for 
education, whether formal or popular, on both the ‘social framework’ and 
the problems of post-war policy. For this purpose its uses have dwindled 
as its length and complexity have grown, until its educational uses are 
limited to the training of the university specialist, probably a post- 
graduate. A particular loss has been the disappearance of the ‘National 
Income and Expenditure’ table which used to show on the left-hand side 
the factor shares in national income and on the right the uses of the 
national income. This table provided most useful links between production 
cost, income distribution, and the end-uses of output at an elementary 
level. 

Its third main use is to provide research workers with information from’ 
which the trends in the economy can be judged and policy assessed, and 
this research purpose each White Paper fulfils better than the last. 

These three aims are by now mutually incompatible, and the authorities 
should reconsider the shape and the timing of the White Paper. The first 
two aims must still be fulfilled. The point, however, is that the National 
Income White Paper is no longer a suitable instrument. The solution 
clearly is to enlarge the national income section in the Economic Survey. 
This is the document most suitable for containing the economic background 
to the budget. It is also the economic White Paper most widely read and 
quoted and the most suitable for educational purposes. 

One great advantage of this arrangement would be that it would let the 
National Income White Paper provide information in the form most suit- 
able for the research worker. For example, the emphasis in the notes 


1 Since profit analysis by sector in Tables 3 and 4 excludes inventory gains, and by type 
of organization in other Tables includes them, one can infer a little about the official estimate 
of change in inventory gains (see Bulletin, Oxford Institute of Statistics, Oct. 1950). The 
Economist, 27 May 1950, was apparently incorrect in basing an analysis of profit movements 
on the assumption that all inventory gains are attributable to companies. 
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might change from elementary points of definition which are by now fairly 
familiar, to more information about how the estimates are made. Indeed 
we sadly lack a comprehensive statement of how the White Paper is put 
together. No doubt such a statement would surprise those who believe in 
the sanctity of official statistics, but it would also make for less over- 
ambitious interpretation and less surprise that estimates are adjusted so 
much in successive issues. Another gain would be that the National 
Income White Paper would no longer need to appear before the budget. 
The optimum time-lay is a matter for controversy, but there is a great deal 
to be said for revised estimates appearing some 4-6 months after the 
Economic Survey, by which time more raw material would be to hand. 





Calendar and Financial Years 

There is another point which is more important. We need to be able to 
move with ease backwards and forwards between the economic picture 
and the budget. There are two obstacles to this: the first that the Survey 
and the National Income White Paper refer to the calendar year, and the 
second that the ‘surplus’ is differently defined in different documents. 
The present position is that we can make a rough assessment of the infla- 
tionary or deflationary tendencies from the savings and investment 
account in the Survey (Table 13).1 From this we conclude that the 
calendar year surplus for all public authorities anticipated on the basis of 


planned expenditure and existing tax rates needs adjusting in a certain - 


way, and hence that the Central Government current account surplus 
needs a certain increase or decrease. But the vital step is to see what 
change in the budget surplus is necessary, and as long as that step cannot 
be taken the king-pin connecting fiscal policy to economic analysis is 
missing. The first change necessary is that at the very least the forecasts 
in the Economic.Survey must refer to the coming financial year, particu- 
larly the forecasts of savings and investment. It is nearly as important to 
show the outcome of the latest financial year for the national income com- 
ponents. This is partly because we need to see the effect of the previous 
year’s taxation and spending. The main reason, though, is that our present 
state of knowledge, and indeed the very nature of economic movements, 
mean that our statements about inflationary or deflationary ‘gaps’ must 
be in the form: ‘To close a “gap” which is expected to be £z millions 
greater (or less) than last year, we must have a contribution of £y millions 
greater (or smaller) surplus in government accounts’, instead of in the 
form: ‘Our “gap” will be £2 millions, which implies £y millions surplus.’ 
In other words, we must think in terms of increments, of adjusting our 
course to the changing tide and wind, rather than of laying off a course 


1 The assessment is less rough if one discounts for official pessimism. 
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de novo. Any such work in increments is made much more difficult by a 
difference in the time periods for various data, 

Estimates for a period just ended are bound to be less accurate than 
those for a period three months dead, but this is merely one of the special 
difficulties involved in the Keynesian approach to public finance. A 
rational budget must now take account of financial year national income 
estimates, and it is not unreasonable to ask that the public should also be 
kept well enough informed to judge the budget properly. 

There is, however, an additional reason for working in financial years, 
and this is that it enables us to compare the items of government spending 
(such as health or military or education) against the other uses of the 
national product. For these reasons the estimates in the National Income 
White Paper would also be preferably on a financial year basis, which is 
indeed the basis of most of the income information. This was less true 
before the recent war. Then it could be argued that much of the reliable 
income data referred to a period slightly before the previous financial year, 
i.e. to about the previous calendar year. But with most income now being 
reviewed under P.A.Y.E., the original reason for working in calendar years 
is no longer so valid. There would, of course, be a price in loss of inter- 
national comparability, but it seems on balance worth paying.’ 


The Current Account Surplus 

The other change that needs to be made before we can use the modern 
‘social accounting’ approach to its full advantage is to adopt the same 
current account surplus in all the major economic documents—the Eco- 
nomic Survey, the National Income White Paper, and the Budget. What- 
ever definition of central government surplus is adopted for the Survey, 
the Financial Statement or some supplementary statement should show 
what the surplus on the same definition is for the past and the current 
financial years (incorporating the budget proposals). This step, which 
would not be a difficult one for the Treasury, would be far more help in 
judging the overall effect of the budget on the economy than rushing the 
indigestible National Income White Paper into print. 

The present incomparability of surpluses in different documents is a 
great and needless barrier to economic interpretation.? At present there 
are five in general use: 

(1) The conventional surplus ‘above the line’. 


(2) The Revenue Account surplus in the Alternative Classification. 


1 Calendar year estimates for main components and aggregates could be supplied in 


addition to the financial year ones. 
2 One improvement in the latest National Income White Paper is, however, that it con- 


tains a clear reconciliation for the past between surpluses (1), (2), and (4) below (Table 32). 
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(3) The ‘Overall’ surplus. 
(4) The National Income White Paper Current Account surplus (which 
is also contained, though not separately specified, in the Economic 
Survey ‘Revenue Account surplus’ for all public authorities). 


(5) ‘Public saving’ (by all authorities) in the Economic Survey, which 
contains (4), and also the current account surplus of other public 
authorities, but corrects them for transfers to private capital account 
(though not for capital taxes), and includes public authorities’ 
depreciation allowances. 


We had hoped for some lead on this central question of the definition of 
the surplus from the Final Report of the (Crick) Committee on the Form of 
Government Accounts. But this is disappointing in its handling of the reform 
of the Financial Statement. It was rather odd that, in view of the central 
place played by public finance in the attainment of the government’s major 
economic objectives, no leading economist was appointed to the committee. 

The committee quite rightly states that the Financial Statement is 
‘a memorandum containing a variety of material required promptly for 
the Budget debates’, and concludes that it therefore is not the proper 
place for a thoroughgoing accounting record. The emphasis is on the 
‘promptness’ necessary, but the same conclusion could also have been 
argued on the grounds that a budget debate is not primarily these days an 
accounting event; it is an economic event. The solution of the Crick 
Report is to let the accounting requirements of the government, subject 
to the time consideration, provide the classification between ‘Revenue’ 
and ‘Capital’, leaving the economist to ‘make what re-allocations would 
best suit his purpose’, and this is the wrong approach for a document which 
will be used in a primarily economic debate. It is true that the economic 
test, which is whether the tax (or expenditure) reduces (or augments) the 
purchasing power in the hand of the public, is not one capable of a precise 
answer, but there is enough general agreement among economists on what 
are, in this sense, ‘Capital’ items (including death duties, the Special Con- 
tribution, War Damage payments, and E.P.T. refunds) to make the margin 
for doubt in classification a small one. The resultant revenue ‘surplus’ is 
the one which would fit most appropriately into the savings and invest- 
ment ‘budget’ on which economic policy ultimately rests. It would appear 
to be like surplus (5) above, but taxes on capital should be removed, and 
additions to tax reserves added to the revenue side.? 

This would mean abandoning, or at least relegating to a minor position 

1 Cmd. 7969, especially Appendix A (the Report also recommends the use of ‘key’ 
estimates on a financial year basis, App. A, par. 16). 


® Making it then like the item ‘Total sums set aside through the action of public authori- 
ties’ in National Income White Paper, Table 14, Item 6. 
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in the Financial Statement, a revenue account in terms of what are 
revenue items to the government. The implication of the whole Crick 
Report is, however, that it is not nearly as important for the government 
as for a person or company to know the extent to which it is changing its 
net indebtedness to the rest of the community, which is the main signifi- 
cance of a revenue account. Mr. Hicks has argued that we do for economic 
purposes need an estimate of ‘Total saving arising out of central govern- 
ment activity’, defined as above, but he maintains that the revenue 
account ‘must be based upon criteria which arise out of the government’s 
own transactions’,! i.e. presumably upon the accounting criterion that 
‘revenue’ is a receiz* that does not create a liability. 

There is, however, really only room in the public’s consciousness for one 
Budget Surplus—and probably in the conesiousness of M.P.s and admini- 
strators too. There is not room, at least on Budget Day, for accounting 
statements and economic statements. If the public and parliamentary 
debates on the economic position are to be soundly based, therefore, the 
revenue account, and the ‘surplus’, to which attention is mainly to be 
drawn, should be an economic account. The emphasis of the Crick Report 
is the wrong way round. The onus should be on the accountant to re- 
arrange the material in the most convenient way for his purposes, except 
that an official ‘accounting’ classification might usefully be issued a little 
Inter, incidentally allowing sufficient time to make concessions to the 
requirements of accounting theorists. The task of popular economic educa- 
tion is now very largely one of shifting the emphasis in assessment of 
government policy from the need for an ‘accounting’ balance to the need 
for an estimate of the contribution the Government is making towards 
maintaining economic stability. 

1 The Problem of Budgetary Reform, p. 63. Mr. Hicks also advocates (p. 55) the use of 
financial year national income estimates as being of ‘infinitely more use’. 

THE QUEEN’S COLLEGE, 

OXFORD. 








SOME INTERNATIONAL ASPECTS OF EMPLOYMENT 
POLICY? 


By T. WILSON 


TxE United Nations are bound by the Charter of their Organization to 
promote full employment, and many of them have accepted the same 
commitment in other statements of policy. This is a great step forward. 
But the trade cycle moves swiftly, events are difficult to forecast, and cor- 
rective action can be taken only experimentally and after a lapse of time. 
It is only realistic, therefore, to suppose that some major trading nation, 
however good its intentions, may fail in its efforts to fulfil its obligation 


and may slide into depression at least for a time. If other countries manage , 


to avoid a sympathetic deflation, whether as a result of special corrective 
action or of general domestic buoyancy, their balances of payments are 
bound to suffer. If their reserves are not large, worst of all if the decline in 
exports to the depressed country merely accentuates a scarcity of currency 
which has already been apparent before the depression, drastic action of 
some kind will have to be taken. Imports may, of course, be reduced by 
following their neighbour into depression, but on the assumption that this 
course must, if possible, be avoided, it may be said that the appropriate 
remedies fall into two broad groups. First, a number of measures may be 
taken to close the deficits in foreign payments by restricting imports and, 
if possible, by stimulating exports. Second, the deficits may be allowed 
to continue, and some means of financing them devised. 

These two groups are not mutually exclusive, and no doubt resort would 
be had in practice to some of both. It wil! be argued, however, in the fol- 
lowing paragraphs that the second set of alternatives, if at all feasible, is to 
be preferred, a conclusion which is in sympathy with the views of the 
group of experts who recently prepared a report for the United Nations 
on National and International Measures for Full Employment. The prac- 
tical methods of achieving this objective will then be discussed, and I shall 
examine in some detail the proposals for adding to the functions of the 
International Monetary Fund which are contained in this important 
United Nations document. Unfortunately these specific recommendations 
are open to serious criticism and appear to be unacceptable both for tech- 
nical and political reasons. I shall try to show, however, that in spite of the 


1 The substance of this article was contained in a report prepared for a private interna- 
tional organization about three years ago. In the present article, however, I also discuss 
some parts of the United Nations Report on National and International Measures for Full 
Employment. The basic propositions put forward in the latter document are similar in some 
respects, but the practical recommendations are different. 











SBS @S6¢ w& 


SS o> ie me 








T. WILSON 31 


general uneasiness about the adequacy of existing international institu- 
tions to meet a crisis of the kind envisaged, the Articles of Agreement of the 
Fund do, in fact, provide more scope for effective action than is usually 
recognized, which may be a fact of some importance if a crisis should 
occur before any institutional change has been made. The desirability of 
some change must, however, be conceded and some suggestions will be 
made towards the end of the article. 

II. Let us begin by considering possible methods of closing the deficits 
in the balances of payments of the countries which had so far escaped — 
internal depression, if not completely, at all events to a sufficient extent 
to have left them out of alinement with the country in which the slump 
had occurred. One not very promising measure would be the devaluation 
of their currencies relatively to that of the surplus country. Whether the 
International Monetary Fund would sanction this step is not altogether 
certain. It will be recalled that a change of parities of any magnitude may 
be permitted at the discretion of the Fund in order to correct a ‘funda- 
mental disequilibrium’; and everything depends upon the interpretation 
of the latter term. At all events it seems that the Fund would not give its 
blessing to any depreciation of the currency of the surplus country—and 
that, perhaps, is something.! In practice, of course, the Fund might be 
able to exercise little or no effective control and all kinds of changes might 
take place. But, apart from questions of legality, it is not at all certain that 
the deficit countries would gain on balance from depreciation at such a 
time even if there were no danger of retaliation. They would probably sell 
a little more to the depressed country, and, more important, they would 
probably trade more with each other and thus reduce their imports from 
the scarce-currency area. But it is unlikely that the elasticity <“ -upply 
would be so great in the short run as to justify such action; and if the 
whole process would have to be reversed when the depressed country had 
recovered, it would not in any case be sensible to make elaborate struc- 
tural changes. The governing consideration should not, I suspect, be the 
influence of depreciation on the balance of payments on current account, 
but rather its effect on the international transfer of capital. If it were the 
publicly declared policy to adjust rates at such a time, a flight of capital 
would undoubtedly begin and might itself necessitate a precipitous adjust- 
ment of parities of highly dubious magnitude before the effect of the 

1 In 1933-4 the U.S. dollar was devalued by as much as two-fifths, although this was not 
required to remove any shortage of foreign exchange. Possibly the Fund would frown on 
any similar action in the future, but it must be borne in mind that the devaluation of the 
dollar in terms of gold was not necessarily wrong in the thirties, and might well be desirable 
in the future. Unfortunately in 1933-4 the dollar was lowered relatively to other currencies 
as well. Further adjustments of other currencies in terms of gold were then, perhaps, appro- 


priate, but would have been difficult to effect in an orderly manner in the circumstances of 
the time. 
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developing slump on current transactions could possibly be estimated. A 
publicly declared policy of exchange stability throughout the crisis would 
have much to commend it—provided there was sufficient public confidence 
in its feasibility. If such confidence were lacking, however, and could not 
be built up, it might be wiser to make a change in parities early rather than 
late. It seems impossible to discuss what should be done without hedging 
one’s remarks almost to the point of absurdity! But one thing does seem 
clear: it is the expected effect on capital movements which should be the 
main consideration. 

Apart from depreciation, the deficit countries could try to check the 
drain on their reserves by the quantitative restriction of imports. If con- 
trols were in use before the crisis, it would merely be a question of applying 
them with greater severity. If most controls had already been abandoned, 
their restoration might be sanctioned by the relevant international authori- 
ties: the Fund might permit the use of exchange control (Article VII) ; 
the International Trade Organization—if it had come into being—might 
agree to the use of discriminatory import controls (I.T.C., Art. 23, para. 
5 (a)). Indeed, if no other solution were offered, such restrictions would 
have to be imposed, whether sanctioned or not, unless the deficit countries 
were prepared to deflate on a sufficiently drastic scale. The drain on 
reserves could no doubt be checked in the end by such measures, but the 
consequences would scarcely be altogether pleasant. The inelasticity of 
supply, which would reduce the efficacy of depreciation, would also hamper 
the use of direct controls. The standard of living would suffer and the level 
of employment itself might fall for a new reason, a shortage of imported 
raw materials. Nor would the effect be merely transitory, for an experience 
of this kind would strengthen enormously the case for greater autarky in 
the long run as a protection against such cyclical disasters. 

Presumably some restriction of imports must be anticipated in the cir- 
cumstances we have in mind, but it is surely preferable to seek some 
tolerable means of financing the cyclical deficits while they last. Apart 
from long-run considerations, such a policy would clearly be to the im- 
mediate advantage of the surplus country itself. If other countries were 
not assisted with an adequate supply of its currency, it would be faced 
with the grim alternative of discriminatory restrictions directed against its 
imports which would intensify the depression at home as well as weaken 
its future position as a trading nation. 

III. A surplus country which wanted to assist its neighbours could do 
so, of course, in all kinds of ways. An increase in foreign lending is one 
which is usually mentioned; and if private funds were slow in coming, 
public funds, or the public guarantee of private loans, could swell the flow 
to more substantial proportions. Special efforts might also, of course, be 








sul 
pre 


tur 
sta 
wo! 
tha 


tio1 
can 
get 
mer 
mer 
the 


follc 
(a 
(6 


(c) 


(e) 


1 Dh 
4520, 








Id 
ce 
ot 


L) ; 
tht 


> 


ild 
ies 
on 
she 


oer 
vel 


ace 


sir- 





T. WILSON 33 


made by the International Bank. It may be reasonable to anticipate a 
sufficient increase in lending to ease the position appreciably, but it would 
probably be unwise to hope that this would suffice. After all, it would not 
merely be a question of finding the money. Sound projects would have to 
be discovered, and investment, whether domestic or foreign, cannot be 
turned off and on, as though by a tap, with no regard for anything except 
stability. It is probable that a substantial part of the necessary funds 
would have to be provided on a special basis, and it is of interest to note 
that Professor Viner—whose views can scarcely be dismissed as those of a 
monetary crank—has proposed the creation of an Employment Stabiliza- 
tion Fund which would ‘lend at critical times to the most suitable appli- 
cants, however poor credit risks they might be, to the extent necessary to 
get its funds into operation’.1 The authors of the United Nations Report, 
mentioned above, propose both the stabilization of international invest- 
ment and the reform of the International Monetary Fund. It is with 
the latter recommendation that we shall be mainly concerned. 

The proposals of the committee may be summarized, rather baldly, as 
follows :? 


(a) A reference year of full employment is to be chosen. 


(6) ‘If, in any given year, the value of imports of goods and services by a particular 
country falls as a result of a fall in effective demand within the country, and 
this fall is not fully offset by a decline in the value of its current exports of 
goods and services, that country (hereinafter referred to as “the depositor 
country ”’) should make a deposit in its own currency with the International 
Monetary Fund of an amount equal to the fall in its imports less the fall in its 
exports in the given year, as compared with the reference year... .’ 


(c) ‘The International Monetary Fund should be empowered to waive the deposit 
requirements under (6) above if the country concerned can show, to the satis- 
faction of the Fund, that the fall in its external currency disbursements on 
current account was due in part or in whole to factors other than a reduction 
in its import demand caused by a fall in effective demand within the country 
or other than a restriction of imports that was not made necessary by an 
adverse balance of payments.’ 


(d) ‘The International Monetary Fund should be empowered to sell the currency 
of the depositor country, made available to it in accordance with the pro- 
visions of (b) above, against the currencies of member and non-member 
eountries. ... Purchasing countries should be entitled to buy the currency of a 
depositor country in an amount not exceeding the fall in the value of their 
exports to, less the fall in the value cf their imports from, the depositor 
country, as compared with the reference year... .’ 


(e) ‘The currencies of purchasing countries received by the International Monetary 
Fund in accordance with the provisions of (d) above should be deposited to the 
credit of the depositor country concerned. These deposits should be made 
freely available for the finance of current transactions of the depositor country 
in subsequent periods, to the extent to which its own monetary reserves are 
diminishing. . . .’ 

1 Lloyds Bank Review, October 1946. * The quotations are from pp. 96-9 of the Report. 

4520.1 D 
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In principle, the scheme is attractive. A country which fails to maintain 
its monetary expenditure at a satisfactory level is clearly responsible for 
disrupting the course of foreign trade, and it may reasonably be asked to 
do what it can to minimize the disturbance. It is perhaps the principal 
merit of this section of the Report that it reminds the United Nations 
of their obligations in a firm, uncompromising way. Yet it is clear that its 
detailed provisions will not, and perhaps should not, be accepted. 

To begin with, the choice of the reference year would be a very difficult 
and controversial matter. It is not as though we could anticipate a con- 
venient period of steady progress, with everything in some kind of dynamic 
equilibrium, before the onset of the crisis. Every year will be thought 
abnormal for one reason or another, and there will always be sufficient 
traces of inflation or deflation in various countries to give rise to dispute 
and uncertainty. Still more difficult, how would the effect of cyclical 
changes be distinguished from other effects and estimated separately i in the 
manner anticipated in (c) above ? And when a depression had begun else- 
where, would the monetary authorities in the deficit countries have sufficient 
nerve and sufficient confidence in the scheme to watch their reserves 
dwindle for a year or so before the compensatory payments began? And 
so on. There is no need to add further to the list of snags, for it is already 
clear, in any case, that the scheme stands no chance of being accepted. 
The major trading nations, in particular the United States, will not be 
prepared to promise in advance to act according to a rigid plan of the kind 
suggested. 

If the scheme is too ambitious in these aspects, in another it is too 
modest. For even if it were in operation it would probably not give 
adequate protection to the deficit countries. A cyclical crisis of the kind 
envisaged will do more than affect imports and exports ; it will also cause 
some international transfers of capital, and these may well have as de- 
vastating an effect on reserves as has the adverse balance of payments on 
current account. The importance of such flights of capital was painfully 
obvious in the thirties, and although exchange control should now be some 
sort of check, recent experience shows that large sums can still get through.? 
No doubt the incentive to make such transfers would be less if the com- 
mittee’s scheme were in force ; given time, the deterioration in the current 
account would then be halted fairly well, and the fear of devaluation, in 
such circumstances, would presumably be less acute. But it would be rash 
to act on the assumption that the confidence generated in this way would 
be so strong as to reduce capital transfers to a modest flow. 


1 In a private communication Mr. G. D. A. MacDougall has shown that compensatory 
payments which the sterling area would have received under the plan in respect of the year 
1949 would have amounted to only a modest fraction of the actual loss of gold and dollar 
reserves before devaluation. 
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What is the upshot of the argument so far? It is surely that both for 
political and technical reasons a scheme which provides for automatic 
compensation, according to a fairly precise formula, cannot be regarded 
as feasible. Yet the basic proposition from which the committee started 
was sound: the currency of a depressed country should be prevented some- 
how or other from becoming so scarce as to drag other countries into de- 
pression as well. If the objective is to be achieved without the adoption 
of an elaborate plan of the kind suggested, it will be necessary to rely upon 
specific measures to be adopted when the crisis occurs. 

This may appear to be a discouraging conclusion. The arguments in 
favour of an agreed plan are strong, and it will certainly be unfortunate if 
countries are left indefinitely with nothing more than the hope that some- 
one will do something every time the position becomes critical. But it is 
surely possible to find a compromise between an elaborate plan and no 
commitment at all. What is needed is a new pledge which will bind each 
nation to adopt whatever measures appear to be appropriate at the time 
in order to prevent its currency from becoming scarce. The vagueness of 
such a pledge increases enormously its chance of acceptance, and, in other 
respects, this vagueness may seem less of a defect if it is recalled that 
the precision of an elaborate formula may be largely deceptive anyway. 
Indeed, there is much to be said, on general grounds, for leaving the com- 
mitment loosely defined. In the event, the calculation of the amount of 
assistance required should, of course, take account of the cyclical changes 
in exports and imports which are stressed in the United Nations Report ; 
but other considerations should also influence the decision, such as capital 
movements, unsound financial policies in the deficit countries, the effects 
of stock-piling and of increased long-term lending, and the like. Naturally 
a number of guesses would have to be made, and in all probability there 
would be a tendency to do too little rather than too much. But some 
reliance can be placed on ordinary reserves, and it must also be recognized 
that other countries can scarcely expect to insulate themselves completely 
from the ‘foreign-trade multiplier’. To some extent—and this is cold 
comfort—the depression is bound to spread internationally with a con- 
sequent easing of the pressure on balances of payments. (Admittedly, if 
other nations are suffering from inflation, the ‘multiplier’ effect of a fall in 
exports on domestic demand may not be so great as to restrict appreciably 
their markets for imports, which will already be regulated by direct con- 
trols. But, in such circumstances, it may be held that the deficit countries 
should bear part of the burden of adjustment.) 

It need scarcely be said that the effective implementation of the pledge 
would require enlightened self-interest, if not goodwill, all round ; but this 
condition is no less necessary for the scheme in the United Nations Report. 
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After all, a country which refuses to commit itself in advance, especially at 
a time when the immediate danger is inflation, to the acceptance of a 
formula for dealing with deflation may nevertheless accept a more general 
pledge which leaves it greater discretion, and subsequently, when the 
crisis is upon it, it may adopt a really forthcoming policy rather than 
allow the domestic depression to be accentuated by a fall in exports. 

IV. So much for the pledge. The next step is to examine the institu- 
tional machinery which could be used in implementing it. On the whole, I 
think it would be desirable to make some changes in the constitution of the 
Fund ; but first of all I shall try to show that, even in its present form, the 
Fund could, if necessary, be used as a channel for disbursements. 

To begin with Article VII. In the past, too much attention has, perhaps, 
been devoted to section 3 of this Article, which (a) provides for the ration- 
ing by the Fund of a currency which it has declared scarce, and (b) allows 
any member ‘to impose limitations on the freedom of exchange operations 
in the scarce currency’. This concession under (6) may well be of no 
particular value at least for a considerable time ahead ; for it is only realistic 
to suppose that exchange control will be in force in any case. The interest- 
ing question is not whether exchange control could be used, but whether 
some less harmful method than a severe restriction of imports could be 
devised. An alternative is in fact provided under section 2 of the same 
article: the Fund may try to replenish its holdings of a scarce currency by 
borrowing from the member concerned. It may: 


‘Propose to the member that, on terms and conditions agreed between the Fund 
and the member, the latter lend its currency to the Fund... .’ 


The next step is to see how this money can be passed on to the countries 
which need it. In Article V, section 3, the normal conditions governing 
the use of the Fund’s resources are laid down. In particular, a proposed 
purchase of currency must not cause ‘the Fund’s holdings of the purchas- 
ing member’s currency to increase by more than twenty-five per cent. of 
its quota during the period of twelve months ending on the date of the 
purchase nor to exceed two hundred per cent. of its quota. .. .” In the cir- 
cumstances we are considering, some countries might well have exhausted 
their borrowing rights, either wholly or at least for the time being, and, if 
so, the provision of additional supplies of the scarce currency to the Fund 
would be of no help to them. A possible solution would be to increase the 
amounts which might be borrowed by invoking section 4 of the Article: 

‘The Fund may in its discretion, and on terms which safeguard its interests, 
waive any of the conditions prescribed in section 3 (a) of this Article... .’ 

If the deficit countries were to be saddled with a heavy burden of amorti- 
zation payments and interest charges, the wisdom of adopting the measures 
described above might well be doubted. Fortunately, this danger could be 








ae Oe a. i i i et en 


So co 


Seo & 











T. WILSON 37 


avoided ; everything would depend upon the special arrangements made at 
the time. In allowing countries to borrow in excess of what would normally 
be allowed the Fund would have to ‘safeguard its interests’ (Art. V, sec- 
tion 4), and what this would imply would be governed by the terms upon 
which the Fund itself had acquired its additional supplies of the scarce 
currency. These terms, in turn, are not laid down in advance in the 
Articles of Agreement. If the surplus country were generous ’in its treat- 
ment of the Fund, the latter could deal generously with the borrowing 
countries. That is the crux of the matter. Amortization could be fast or 
slow, and even the ordinary interest charges on loans could be changed 
by a three-fourths majority of the total voting power (Art. V, section 8 
(e)). The uniform service charge is a different matter (Art. V, section 8 (a)) ; 
there is, I think, no provision for reducing it below one-half per cent., but 
at that level it would scarcely be a grievous burden. 

If the Fund is to accept some responsibility for anti-cyclical policies, this 
must not be allowed to prejudice the performance of its more normal 
functions. The United Nations Report mentions this point, but the pro- 
posals are not related explicitly to the Articles of Agreement, and it may be 
assumed that the further task of detailed reconciliation had to be post- 
poned. (The document, which was urgently demanded, was written in a 
mere seven weeks.) The proposals made above in the preceding section 
simply require for their implementation the use of some special clauses in 
the constitution, but it is doubtful whether matters should be left per- 
manently on this basis. The clumsy manceuvres necessary to regulate 
interest charges may be cited as an example. Ordinary rates would be 
charged on funds borrowed before the crisis. The funds supplied during 
the crisis for purposes of stabilization should, however, be obtained at 
lower rates which would imply a revision of Article V, section 8 (c), by a 
three-quarters majority. Subsequently the normal rates should be charged 
on loans made after the crisis, and for this purpose Article V would have to 
be altered again! 

It would surely be more desirable to separate the different functions of 
the Fund. A new department should be set up, analogous to Professor 
Viner’s Stabilization Fund, which would handle any funds specially 
obtained for cyclical purposes. No member would be under an obligation 
to lend this department any specified amount, but all would be committed 
by the general pledge to co-operate with it and to consider its requests. The 
terms on which it could borrow would be settled when the occasion arose, 
and these, in turn, would determine the conditions on which it could lend. 
There would be no question, however, of attempting to stabilize payments 
on some predetermined basis every year in the manner apparently en- 
visaged by the authors of the United Nations Report. Action would be 
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taken only when the position appeared to be really critical ; but, in such 
circumstances, the new department would try to obtain funds and to 
make disbursements as soon as possible, instead of allowing a full year or 
more to elapse before compensatory payments began. Nor should this new 
section be obliged to wait until a currency had become scarce in the other 
part of the Fund before it could begin to operate. Its object would rather 
be to prevent currencies from becoming scarce in this way and thus to 
permit the other section to operate as far as possible on a normal basis 
without invoking escape clauses such as those contained in Article VII. 
Naturally each department would be affected by the operation of the other 
and close co-operation would be required. 

What I have proposed is, first, a new international pledge to supplement 
the existing pledge in the Charter of the United Nations, and, second, a 
reorganization of the International Monetary Fund. These proposals do 
not involve precise commitments and are far more modest than those 
made in the United Nations Report. Yet it is most improbable that any 
fresh measures will be adopted in the near future, and the experience of 
another crisis will probably be needed as a stimulus before the machinery 
is reconstructed on a permanent basis. This may not, however, be such a 
gloomy conclusion. If a slump occurred, the will to act would probably 
not be lacking, and, apart from all kinds of entirely ad hoc expedients, resort 
could be had, as we have seen, to the special clauses in the Articles of 
Agreement of the Fund. These clauses could be made to serve for the time 
being, however desirable it might be to carry out some institutional 
reform at a later date. 


UNIVERSITY COLLEGE, 
OXFORD 
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A NOTE ON THE CYCLICAL FLUCTUATIONS OF 
BRITISH HOME INVESTMENT, 1870-1913! 


By J. 8S. PESMAZOGLU 


1. A note on J. Tinbergen’s A Method and its Application to 
Investment Activity, League of Nations, Geneva, 1939 


THE theoretical economic assumptions on which Tinbergen’s work on the 
cyclical fluctuations of investment activity in a number of countries is 
based are as follows :? 

A. The quantity of investment goods deliveries at any moment is 
determined by entrepreneurial decisions taken at an earlier moment. 
This time-lag depends on the average length of the period of production of 
investment goods, which is increased by an additional short lapse of time, 
necessary for the various changing factors to exert their influence on 
business decisions. 

B. Private investment decisions are determined by the marginal pro- 
spective yield, i.e. by the expected marginal rate of net return from capital 
goods over their replacement costs, relative to the current and expected 
rate of interest. In the case of investment activity in the United Kingdom 
Tinbergen has used the level of current non-labour net private money 
income at any moment as a good approximation to the marginal pro- 
spective rate of profit at this particular moment. But this approximation 
is based on a set of additional assumptions: first, that non-labour income 
is subject to cyclical movements parallel—i.e. coincident and of propor- 
tional amplitude—to the variations of net profits after deductions are 
made for rent and interest-rate payments. Second, that expectations 
about future profits are highly influenced by current profits. Third, that 
changes in the total stock of real capital are insignificant owing to the 
small proportion of net additions to the total stock of capital. Changes 
in the marginal efficiency of capital are therefore considered as being 
primarily influenced by changes in realized profits. 

C. In addition to non-labour income, prices of investment goods, and 
long-term rates of interest, the following explanatory variates are also 
usually introduced in Tinbergen’s analytical models: the short-term rate 


1 I wish to express my sincere thanks to Mr. R. Stone, Dr. G. Orcutt, Dr. D. Cochrane, 
and Prof. J. Tinbergen for most helpful criticisms and suggestions. I am particularly indebted 
to Prof. J. Tinbergen for his very kind permission to use part of the statistical material con- 
tained in his unpublished work on ‘Busjness Cycles in the U.K., 1870-1914’. 

2 J. Tinbergen, A Method and its A pplication to Investment Activity, 1939, pp. 34-42. 
Subsequent studies by J. Tinbergen are also based on the theoretical background developed 
in the pages mentioned above. 
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of interest, representing the ease with which funds can be borrowed, and 
share-prices as indicating fluctuations in the state of confidence. 

One of the main difficulties with this theoretical background is the 
acceptance of fluctuations in non-labour income as a good approximation 
to variations in the marginal prospective rate of profits. More particularly 
the assumption of ‘smooth movements of the total capital stock’, on 
which this approximation rests, is contrary to the factor which trade- 
cycle analysis has again emphasized in recent years, namely, the effects on 
the variations of the marginal efficiency of capital of the accumulation and 
decumulation of the stock of capital during the trade-cycle.2 Further, it 
allows no room for the theories which attempt to explain the trade-cycle 
as @ pure investment, or reinvestment cycle,’ or by psychological or ex- 
pectational factors* which may not be sufficiently reflected in variations of 
share-prices. 

The introduction of profit rates measured by the average ratio of dis- 
tributed profits to paid-up capital,’ when such series are available, does 
not substantially diminish our difficulties. If profits influence investment 
decisions, then surely it is aggregate net profits and not only distributed 
profits which have such an effect, while the exact relation between dis- 
tributed and aggregate net profits has yet to be examined. Moreover, 
even if variations in distributed profits are a good indication of fluctuations 
in aggregate net profits, the ratio of total net profits to paid-up capital 
is not an adequate measure of the marginal (prospective) rate of profit 
which, apart from expected aggregate net profits and the current price- 
level of investment goods, is influenced by the size (and composition) of 
the stock of capital goods. 

The main feature of Tinbergen’s pioneering work consists, perhaps, in 
the application of multiple correlation technique for the purpose of obtain- 
ing some information on the relative importance of the factors influencing 
investment activity. There are, however, some doubts as to the reliability 
of his results derived from regression equations in which the variates 
—in the form of the original data, or in their deviations from a trend of 
low degree, or a moving average—are probably of a highly systematic 
character. The estimates of the coefficients are of uncertain precision, 


1 J. Tinbergen, A Method and its Application, p. 37, and ‘A Reply’, Economic Journal, 
March 1940, p. 146. 

? Cf. J. Robinson, Introduction to the Theory of Employment, 1947, pp. 91-2; M. Kalecki, 
Essays in the Theory of Economic Fluctuations, 1938, p. 146. 

* See in G. Haberler’s Prosperity and Depression, 1946, pp. 73-85, certain theories of the 
group of non-monetary over-investment theories. 

* Certain psychological theories for instance (see G. Haberler, op. cit., ch. 6), as e.g. of the 
type recently developed by G. L. 8. Shackle, Expectations, Investment and Income, 1938. 
See also below, p. 59. 

5 J. Tinbergen, A Method and its Application, p. 37. 
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since the residual (error) term of such regressions will most likely be 
highly positively autocorrelated.1_ Expressions of the form of Tinbergen’s 
equations may perhaps indicate relationships between levels, but they 
are probably inadequate for measurements of correlations between the 
short-term changes in the relevant series. Hence, regressions calculated 
from the original (annual) data, or from their deviations from a linear 
trend or a moving average, may be helpful for certain predictive purposes ; 
but they are not very useful for an explanatory analysis of the type 
required in testing business-cycle theories, the aim of which is the investi- 
gation of the relative importance of various factors in determining short- 
term movements. 


2. M. Kalecki’s trade-cycle model; an application to cyclical 
fluctuations of British home investment, 1870-1913 

M. Kalecki in his Studies in Economic Dynamics has constructed a model 
for the fluctuations of investment decisions which can be expressed in the 
following relation: the rate of change of the flow of capital goods for net 
investment in a unit period of time over the flow during the preceding 
time-unit is positively correlated with the rate of change of net real profits 
and negatively correlated with the volume of net investment, both 
independent variates being taken with a time-lag of a magnitude w+, 
where @ is the average period of production of investment goods and w 
the additional short lapse of time necessary for the various phenomena to 
influence entrepreneurial decisions. If J, represents the volume of net 
investment, P aggregate net money profits, and p; prices of investment 
goods, a linear expression of Kalecki’s model is given by the following 
equation :? 

Ko, = et (6+-c)J,,. 


The parameters* a, and —a, are measures of the influence of profits and 
prices, respectively, on investment decisions. The coefficient of I, is the 
sum of two terms b-+-c, of which b stands for the direct infiuence of varia- 
tions in the stock of real capital on the marginal efficiency of capital, 
while c is a decreasing function of a factor representing the limitations 
set to entrepreneurial decisions, when investment is expanding, which are 
due to increasing risk and imperfect competition.‘ 

But, in addition to the variables contained in the above equation, the 
marginal efficiency of capital is influenced by variations in expectations, 


1 For a recent detailed exposition of these difficulties see D. Cochrane and G. Orcutt, 
‘Application of Least Squares Regression to Relationships containing Autocorrelated Error 
Terms’, Journal of the American Statistical Association, March 1949, pp. 36 ff. 

2 Cf. M. Kalecki, Studies in Ex ic Dy ics, 1943, p. 87. 

* The signs of the parameters reflect the positive or negative values which we would 
theoretically expect. * See M. Kalecki, Studies in HK ic Dy ics, pp. 64-5. 
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for which good indicators may be found in changes of share-prices at home 
and abroad. Moreover, investment decisions are affected by variations in 
the long-term rate of interest.1 If we express by n, n,, and m share-prices 
at home, a composite index of share-prices abroad, and the long-term rate 
of interest, respectively, the preceding equation can be written in a more 
general form as follows: 


ae dp; dn dm dn, 
Do .010 Ly, = — (6-0), +43 —% a +s a 


where a3, a;, and —a, are measures of the influence of the three additional 
variables, respectively. 

A calculation of a regression equation in the above form was attempted 
for British home investment between 1870 and 1913. The difficulties 
which may arise from the presence of autoregressive properties in the 
residual terms of the regressions were reduced by introducing all the 
variates, with the exception of one, in the form of first differences of 
the original data.? 


A. The statistical material 

An index of the volume of British gross home investment (J,), with base 
year 1907, was obtained from a series of values of British gross home 
investment at 1907 prices calculated by Tinbergen and presented in his 
unpublished work on ‘Business Cycles in the U.K., 1870-1914’.8 

An index of prices of investment goods in the United Kingdom (p,) 
was also found in the material contained in the above unpublished work 
by Tinbergen. 

1 Private investment decisions are assumed to be primarily influenced by the long-term 
rate of interest. Even if the investment projects were carried on the basis of provisional 
short-term borrowing, the decisions to undertake the schemes would surely be linked to the 
(current and expected) long-term rate. In addition, despite differences in amplitude the 
pattern and timing of the cyclical movements of the two series are found to be fairly close. 
For the analysis in this essay the omission of the short-term rate, as a separate explanatory 
variate, is more justified in view of the greater part of British home investment being during 
this period probably self-financed. Cf. also J. Tinbergen’s findings, in section 3 below. 

2 The application of the first difference transformation of the time series for reducing these 
difficulties is suggested by G. Orcutt and D. Cochrane, op. cit., pp. 53 ff. 

® The following method of calculation was applied by Tinbergen: the two constituent 
items of gross home investment were assumed to be the gross output of machinery and build- 
ing. The two constituent series were extrapolated on the basis of Sir Alfred Flux’s estimates 
in the Report of the Census of Production of 1907 of the values of the gross output of the 
metal and building industries in 1907, and with the help of Cairncross’s series of consumption 
of iron and steel for home purposes, and of the two-year moving average of imports of wood 
and timber, respectively. J. Tinbergen, ‘Business Cycles in the U.K., 1870-1914’ (unpub- 
lished), Table 1c. 

* This index was estimated by Tinbergen as follows: a series of prices of machinery was 
calculated with the help of an equation relating prices of machinery to prices of pig-iron. 
The series of prices of exports of investment goods (calculated by deflating a series of values 
of exports of investment goods by the respective export volumes) was then adjusted in order 
to obtain a series of prices of home investment goods. J. Tinbergen, ‘Business Cycles in the 
U.K., 1870-1914’, ch. I. 
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A series of net profits (P) containing all profit components which one 
would expect to exert a direct influence on home-investment decisions 
was derived from A. R. Prest’s figures.! Prest’s estimates of profits are 
based on the British income-tax returns,? and careful adjustments were 
made for the methods of assessment used by the tax authorities and the 
timing of the series. But it was thought necessary to deduct from Prest’s 
total profits the ‘identifiable’ (in the income-tax returns) income from 
foreign investments, i.e. mainly the annual earnings from coupons of 
foreign securities. It was considered that such income, as opposed to 
the ‘unidentifiable’ income from foreign investments accruing mainly 
to firms and undertakings from branch offices and businesses operating 
abroad, was unlikely to affect directly decisions to invest at home. 

The series of profits (P) which was derived in this way from Prest’s ‘net 
profits’ is different from Tinbergen’s non-labour income (Z) which was 
based on Bowley’s figures and was used as an approximation to net money 
profits in the analysis of business cycles in the United Kingdom. The 
cyclical turning-points of the two series are fairly coincident, but the 
amplitudes of the absolute and percentage fluctuations of our series is 
greater than Tinbergen’s. The two series are related in the following way: 

(Annual changes of our series of Profits) = —0-42+1-48 (Annual 

changes of Tinbergen’s series), with r = 0-74. 

For long-term interest rates (m) the yield on British consols® was used. 

An index of share-prices in the United Kingdom (n) was obtained from 
Memorandum 37 of the London and Cambridge Economic Service.® 

Finally, a composite index of share-prices abroad (n,) was constructed 
on the basis of share-price indices in the major industrial countries, namely, 
France, U.S.A., and Germany, taken with equal weights.’ 

1 A.R. Prest, ‘National Income of the United Kingdom, 1870-1913’, Hcon. Journ., March 


1948, p. 57. 2 Schedules A-E. 
5 These amounts are easily obtainable from C. K. Hobson, The Export of Capital, 1914, 
pp. 200-1. 


* A further deduction of the incomes assessed under Schedule E (salaries of government 
corporations and public company officials) was not thought necessary. The size of this 
component was relatively small and showed only a trend movement. A small part of the 
identifiable income from foreign investments accruing to intermediate income earners was 
included in the figures which we deducted from Prest’s series, and this probably offset the 
upward bias of our series due to the inclusion of Schedule E. No further adjustment of Prest’s 
series was thought necessary, since all other items assessed under Schedules A-E could have 
directly influenced the decisions to invest in real capital at home. 

5 I. Fisher, The Theory of Interest, Table XII, p. 530; see J. Tinbergen, A Method and its 
Application, Appendix B, p. 149. 

° K. C. Smith and G. F. Horne, An Index Number of Securities, 1867-1913, London and 
Cambridge Economic Service, Special Memorandum 37, June 1934, p. 4. 

* The indices for the particular countries were obtained from J. Tinbergen, A Method and 
its Application, Appendix B, pp. 150, 152, 153. An index reflecting changes in the level of 
activity in the countries which were the main borrowers and importers from the U.K. would 
probably have been more adequate. But the difficulties of constructing a reliable index of 
share-prices -e resenting British interests abroad were found to be too great. 
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All series were reduced to index numbers with base year 1907, with the 
exception of the rates of interest which were left in annual percentage 
rates. 

The first differences (indicated hereafter by the abbreviation ‘F.D.’) 
are signified by a dot on the symbol of the respective variate. The 
Greek letter . with the suffix v (v,,) stands for the absolute deviations of the 
index of British gross home investment (J,) from its 9-year moving 
average. : 


B. The statistical treatment of the data 

Assuming firstly that replacement and repairs in order to ‘keep capital 
intact’ show only a trend movement parallel to the trend movement of 
gross home investment, the deviations of the investment series from its 
9-year moving average will be highly associated with the cyclical fluctua- 
tions of the volume of net investment. Further, on the assumption that 
annual changes in our time series are approximately linear, their F.D. 
may be taken as an approximation to the derivatives of each variate with 
respect to time. Since on these assumptions the 9-year moving average 
of our series of gross home investment was approximately linear, the F.D. 
of the series of gross home investment are a good approximation to annual 
changes in net investment. 

Movements in the prices of investment goods (p,;) and share-prices 
abroad (n,) are highly associated with variations of net profits in the 
United Kingdom. Therefore, measuring in F.D., the influence of the latter 
variate was eliminated from the former variates, and only the residuals of 
the prices of investment goods and share-prices abroad were introduced 
in our regression. Similarly, share-prices at home (n) are highly correlated 
with profits and the long-term rate of interest (m). Therefore, measuring 
in F.D., the influence of the latter variates was also eliminated, and only 
the residuals of the share-prices were introduced. The residual F.D. of 
share-prices were of course due to expectations about the future course of 
business conditions and to speculative influences which tend to amplify 
the effects of changes in profits and interest rates in the course of the trade- 
cycle. In all of these cases the notation used for the residual F.D. is a 
bracket with the letter e and the symbol (or symbols) of the variate (or 
variates) whose influence has been eliminated.1 

Finally, the lag with which the values of the explanatory variates were 
introduced relative to the dependent variate was decided after successive 
experiments. The regression of /, on P, 7, and ¢,, was calculated with the 
three explanatory variates being taken with a lag of half a year® behind the 


1 Thus the residual F.D. for share-prices after elimination of the F.D. of aggregate profits 
and of the F.D. of interest rates would be 7(ep,;). 
® The series lagged by half a year were linearly interpolated from the original annual data. 
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dependent variate. But the multiple correlation coefficient obtained was 
too low, and the sign of the regression coefficient of 1, was positive while 
theoretically we should expect it to be negative. We then introduced 1, 
with one year’s lag, while retaining the other two variates with a lag of 
half a year. Although the signs of the coefficients corresponded to our a 
priori considerations, the fit was only slightly improved. We then lagged 
all variates by one year, and since the results were more satisfactory this 
lag was finally adopted. A lag of one year was also found by Tinbergen, 
and Kalecki considers one year to be the order of magnitude of w+@.1 
The lag of one year with which the explanatory variates are introduced 
in our regression is signified in our symbols by the suffix —1. 


C. Analysis of results 

Table I presents the coefficients of the multiple regressions of the F.D. 
of British gross home investment (1, variate 1) on combinations of the 
following explanatory variates, all introduced with one year’s lag relative 
to the dependent variate: 


Description of explanatory variate Symbol Number 
F.D. of aggregate net profits ; PP. 2 
Residual F.D. of prices of investment goods after the inftasace 
of P has been eliminated . : . pi(ep)_s 3 
Absolute deviations of British gross hime ‘eave (1, ) from 
its 9-year moving average lig 4 


Residual F.D. of the index of chare- prices in the U. kK. after the 
influence of the F.D. of profits (P) and of re -term interest 


rates (m) has been eliminated . : - Nepm)_1 5 
F.D. of long-term interest rates . m 6 
Residual F.D. of share-prices abroad after the influence of the 

F.D. of profits (P) has been eliminated _.. 2 é . Mglep)_y 7 


The matrix of zero-order correlation coefficients in the set (123456) is 


1:0000 —0-0879 —0-1518 —0-4820 0-4210 0-3261 
1-0000 0-0004 0-4168 0-0029 0-2001 

1-0000 0-2174 0:0514 0-4104 

1:0000 —0-1039 0-2223 

1-0000 0-4159 

1-0000 


From the bunch maps? presented in Chart 1 it may be seen that when 
variate 3 is added to the set (1245) the bunches explode, which indicates 


1 See above, p. 41. J. Tinbergen, A Method and its Application, p. 48 ; M. Kalecki, Studies 
in Ee Dy ics, p. 67. 

2 For an exposition of the bunch map analysis see R. Frisch, Statistical Confluence Analysis 
by Means of Complete Regression Systems, 1934, Part III; J. Tinbergen, A Method and tts 
Application, pp. 30-2, and pp. 138-43 ; R. Stone, “The Analysis of Market Demand’, Journal 
of the Royal Statistical Society, Parts III-IV, 1945, pp. 306-10. 
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that the set (12345) is affected by multicollinearity. It may also be 
observed that the lengths of the beams of variate 3 when added to the set 
(1245) dre much shorter than those of variates 4 and 5 which would 
indicate that the relative importance of variate 3 is probably rather low. 
Similarly from Chart 1 we observe that when variate 6 is added to any of 
the sets (15), (124), (125), (145), or (1245) the bunches explode, which 
indicates that variate 6 when added to the above sets is ‘detrimental’. 


TABLE I 


‘Explanation’ of the Annual Changes of the Volume of British 
Home Investment, 1877-1909 























Coefficients of multiple regressions of I, (variate 1) on 
combinations of the following explanatory variates: 
Symbol Py |Pilep)a} toa |Mep—)a} my | %(ep)y| R | R 
Number 2 3 4 5 6 7 
Equation 1 0-13 a —0-50 0-33 ae re 0-62 | 0-56 
2 0-13 | —0-05 | —0-49 0-33 rer Fs 0-62 | 0-54 
3 0-15 5% — 0-49 0:29 | —6-27 aN 0-63 | 0-56 
4 0-13 ss —0-49 0-31 i 0:05 | 0-62) 0-54 
5 — 0-45 0-33 i% x 0-61 | 0-57 
(+0-15)}(+0-13) 
Coefficients of 
partial correlation 
(equation 2) 0-13 =o —0-49 0-42 
(+0-18) (+0-14)}(+0-15) 


























Meaning of symbols 

I,, = volume of gross home investment ; 1, = F.D. of l,; P = F.D. of aggregate net money 
profits (P); »,(ef) = residual F.D. of prices of investment goods after elimination of the 
influence of P; 1, = absolute deviations of I, from its 9-year moving average; n(e,;,) = 
residual FD. of share-prices in the U.K. after elimination of P and m; 1m = F.D. of long-term 
interest rates; %,(ep) = residual F.D. of share-prices abroad after elimination of P; R = 
sample values of coefficients of multiple correlation; R = Population values of R. 

Notes. The suffix _, signifies one year’s lag relative to the timing of the dependent variate. 
The figures in brackets are the standard errors of the respective estimates. 


These results suggest that the best set is probably (1245), and this 
conclusion is reinforced by considering the movements in the population 


values of the coefficients of multiple correlation (#) in equations 1, 2, and 3. 
These are as follows: 


Set Equation R 
(1245) 1 0-56 
(12345) 2 0-54 
(12456) 3 0-56 


1 See R. Frisch, op. cit., p. 103; J. Tinbergen, A Method and its Application, p. 103; 
R. Stone, op. cit., p. 309. 
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Cart 1. Bunch Maps. Annual Changes of the Volume of British Home Investment, 
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1. F.D. of the volume of British gross home investment. 

2. F.D. of total net money profits, lagged by one year. 

3. Residual F.D. of prices of investment goods after elimination of the influence of the 
F.D. of profits, lagged by one year. 

4. Absolute deviations from trend of British gross home investment, lagged by one year. 

5. Residual F.D. of share-prices after elimination of the influence of the F.D. of profits 
and the F.D. of interest rates, lagged by one year. 

6. F.D. of long-term interest rates, lagged by one year. 
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Cuart la. Explanation of the Annual Changes of the Volume of British Home 
Investment, 1877-1909 
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I, (curve I): actual and computed (broken line) values of the F.D. of the volume of home 


investment. P_, (curve II): F.D. of aggregate money profits, lagged by one year. «,_, (curve 
III): absolute deviations from trend of home investment, lagged by one year. n(ep,)_1 
(curve IV): residual F.D. of share-prices after elimination of the F.D. of profits and interest 
rates, lagged by one year. I,(e) (curve V): discrepancy between actual and computed 
values of /,. 


It appears that the addition of variates 3 or 6 to the set (1245) does 
not improve the fit, which may be taken as an indication of their relative 
unimportance. The addition of variate 7 to the set (1245) causes a de- 
cline in the adjusted value of the multiple correlation coefficient from 
Ry-245 = 0°56 to Ry.o457 = 0°54. In view of the fact that the value of the 
regression coefficient of variate 7 is very low and not significantly different 
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from zero! (0-05+0-09), while the regression coefficients of the other 
variates remain relatively stable, one might consider that the influence of 
variate 7 is also most probably relatively unimportant. 

The above findings so far indicate that out of the six explanatory 
variates, variates 3, 6, and 7 are relatively unimportant. The coefficient 
of multiple correlation in the set (1245) (equation 1) R,.4; = 0-62 is 
significant at the 0-5 per cent. point. Chart 14 shows a comparison of 
the actual and the computed values of variate 1 (F.D. of the volume of 
British gross home investment). The introduction of the quadratic terms 
of the explanatory variates in the set (1-245) and the fitting of a second- 
degree curvilinear expression hardly improved the fit obtained from the 
linear regression. 

Since 

(a) the bunch maps in Chart 1 show that the set (1245) is not affected 

by multicollinearity, 

(6) the first lag autocorrelation coefficient? of the residual term in the 

regression (1-245) (equation 1, Table I) has the very low value of 
7, = 0-07, the estimates of the coefficients in the set (1-245) may be 
considered as fairly reliable. 

In order to consider the relative importance of each explanatory variate 
in determining the F.D. of the volume of home investment (Z. » variate 1) 
one needs the values of the partial correlation coefficients. .These are also 
presented in Table I together with their respective standard errors. Assum- 
ing that the sample values of these coefficients are normally distributed, 
it appears that the coefficient of partial correlation 7,4; = 0-13-.0°18 is 
relatively low and hardly significant, while 7,;... = 0-42+-0-15 is clearly 
significant at the 5 per cent. level. We may therefore conclude that the 
influence of variate 5 in determining the dependent variate is considerably 
greater than the influence of variate 2, as well as of variates 3, 6, and 7, 
which have already been found to be hardly significant. The relative 
importance of variates 2 and 5 can also be tested from the diagram of 
Chart 14. However, before we proceed to draw further conclusions 
concerning the relative importance of variate 4 in determining the annual 
changes of British home investment, we have to consider an important 
problem of significance. 

1 This consideration is based on the assumption that the sample values of the coefficients 


are normally distributed about their population values. 
® This was calculated using the ratio of the mean square successive differences to the 


variance of the error term (8?/S*) from the formula 
i= I=; hs 
The value of 8*/S* for the residual term in the set (1-245) (equation 1, Table I) was equal to 
1-86. It can be easily seen that as the ratio §*/S* approaches 2 the autocorrelation coefficient 
approaches zero. 
4520.1 : E 
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The regression coefficient A of (X,—X,_,) on X,_, of a series X,, X3, 


X;,..., is given by 
FE ae 
> X21 

oH > XXis— S XP 
> Xt 

— 2XiX_ 1 

> XZ, ; 
Now, if the series X,, X,, X;,..., is infinite and random, 


Since the variance of the deviations of a series from a trend is smaller 
than the variance of the original series, the regression coefficient of 
the deviations of X,, from a 9-year moving average on (X,—X,_,) 
would be expected to be algebraically lower than —1. Consequently the 
coefficients of .,_, in Table I tend to be negative, and their significance 
depends on the difference of their calculated values from the value 
which would be obtained if the series J, were random. Further, the 
coefficient of partial correlation —0-49 of 1,_,; is not comparable to the 
values of the other coefficients of partial correlation, since the latter are 
measured from zero while the former should be measured from the negative 
value which would be obtained if the series I, were random. 

Firstly, it may be considered whether the series I, is of a random charac- 
ter. The ratio of the mean square successive differences to the variance of 
the F.D. of I, was found to be 1-76. This ratio corresponds (in an infinite 
series) to an autocorrelation coefficient of the F.D. of I, of 0-12. Since 
the autocorrelation coefficient of the F.D. of a random infinite series is 
—0-5, the positive value of the preceding coefficient provides an indication 
of absence of an important random component in J,. 

Secondly, if the series J, were random, the value of the coefficients of 
(1,,—J,,_,) OM ty-; would most probably be algebraically lower than —1. 
If we now calculate our regression by introducing only ,,_, and the residual 
changes in share-prices (Table I, equation 5), the regression coefficient 
—0-45 of .,_, has a standard error +0-15. This means that the coefficient 
of «,,_, is algebraically larger than —1 by more than three timesits standard 
error, which is clearly significant (assuming always that the sample values 
are normally distributed about their population values). 

But we cannot yet draw further conclusions as to the importance of 
variate 4 relative to the other explanatory variates, and particularly to the 

1 Cf. J. Tinbergen, ‘An Acceleration Principle for Commodity Stockholding and a Short 


Cycle Resulting from It’, in Studies in Mathematical Ex ics and Ki trics (in Memory 
of Henry Schultz), p. 265. 
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significant variate 5: In order to do this it is more convenient to calculate 
the regression in a slightly different form. 

If we calculate the multiple regression of the F.D. of the volume of 
investment on the volume of investment and the residual F.D. of share- 
prices, both explanatory variates being taken with one year’s lag, the 
following equation is obtained: 


L,,—Iy,_, = —0°04L,,_,+0°332(epn)-1+06+ ee, (6) 
(+0-04) (+0-15) 


with R = 0-45, which for 2 and 30 degrees of freedom is significant at the 
3-9 per cent. point. 


Identifying 
(1) with: F.D. of volume of British gross home investment 
i. : ; : -£-4,,=4 
(2) with: J,, lagged by one year . i hk. 


(3) with: Residual F.D. of share-prices in ‘he United 
Kingdom after the influence of the F.D. of 
aggregate net profits and the F.D. of interest 
rates has been eliminated, lagged by one year. 7(e3,,);-1 

the zero-order correlation coefficients in the set (123) are as follows: 


1-0000 0-1193 


1-0000 0-1046 0-4210 
1-0000 


From the bunch maps presented in Chart 1B we observe that the set 
(123) is not affected by multicollinearity. 

The standard error of the coefficient —0-64 of I,,_, 18 0-04, ice. the 
regression coefficient obtained is by several times its own standard error 
algebraically greater than —1, which would be approximately the value 
of the coefficient if the series [, were random. But equation 6 can be 
transformed to 

L,, = 9-961, +0°332(e 5,4): +o te, (6a) 


and if the coefficients are expressed in a normalized form equation 6a 
Buecents I, = 0-961, +0-107(€,5,)1-1+Cq, +eep- (6b) 


The regression coefficients when expressed in normalized form (‘beta’ 
coefficients) are good approximations of the coefficients of partial correla- 
tion of the respective variates. Their values in equation 65 indicate clearly 
that the volume of British home investment in any year was influenced to a 
much greater extent by the volume of investment during the preceding 
year than by variate 5, representing the rate of change in expectations at 
home, which was found to be far more important compared to our variates 





22 =e 
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standing for the annual changes in profits, prices, the long-term rate of 
interest, and expectations abroad. More specifically, equation 6a may be 
interpreted as meaning that the volume of investment in any year was a 
damped function of last year’s investment, but this damping was offset 
by the influence of the rate of change in expectations during the preceding 
year and the constant term c, and was further affected by the residual 
factor é,. 


Cuart ls. Bunch Map. Annual Changes of the Volume of British Home Investment, 
1877-1909 


10 10——© 
b 3 


























1.2 Le 
6 10 











“0 





1.2.3 


1. F.D. of the volume of British gross home investment. 

2. Volume of British gross home investment, lagged by one year. 

3. Residual F.D. of share-prices after elimination of the influence of the F.D. of profits 
and interest rates, lagged by one year. 

Now the annual expectational changes in share-prices are associated 


with the current annual changes in the volume of investment in the follow- 
ing manner: ; 
ne (my —my-4)(€ iq) = 0°54(I,,—I,_,) 0-70, (7) 


with r = 0-48 which is significant at the 1 per cent. point. 
By substituting in equation 6 for #(e;,,)_, the expression given by 
equation 7 we obtain. 


I,—I,,_, = —0-041,, +0-18(L,, —J,, ,)-+¢s+es- (8) 
If we now calculate the regression of ({,—J,_,)on I, and (I, —J,,_,) 
wr ee + at i 8 yeah (9) 


with R = 0-19 which for 2 and 30 degrees of freedom is significant at the 
11 per cent. point.? 


1 See above, pp. 46-49. 

* If we introduce as an additional term J,,_,—JI,,_, in equation 9, the multiple correla- 
tion serge nd increases to R = 0-28, but no further improvement in the fit is obtained if 
we add Ty "yay : 








in 


pre 
it ¢ 
the 








of 


~) 


et 


1g 
al 


8) 


2 
9) 
1e 





: J. 8. PESMAZOGLU 53 


Equation 9 is expressed in an autoregressive form. Consequently, the 
calculated coefficients, although obtained from the F.D. of the data, may 
be considered slightly biased downwards. But the difference between the 
multiple correlation coefficients 0-45 and 0-19 in equations 6 and 9 respec- 
tively is clearly significant. Since the residual (expectational) changes in 
share-prices—(e,,,)—are correlated with current changes in gross home 
investment, we may conclude that the residuals of 7(e;,,,) which cannot be 
attributed to current changes in investment were of considerable impor- 
tance in determining the volume of investment during the following year. 
To the extent of the influences of the residual part of the expectational 
changes in share-prices, as well as of the residual term in equation 6, the 
cyclical movements of the volume of British home investment appear to 
have been determined by factors other than the levels of home investment 
during the preceding years. 


3. A Comparison with Tinbergen’s Findings 


The results of the previous section establishing the relative unimportance 
of the movements of prices and the long-term rate of interest in determin- 
ing the volume of investment agree with Tinbergen’s conclusions. On the 
other hand, Tinbergen’s findings indicate that the volume of investment 
is highly influenced by profits, as an approximation to which in the case 
of the United Kingdom between 1870 and 1913 he used a series of non- 
labour money income. According to our results annual changes in our 
index of net money profits appear almost unimportant, and the dominant 
factors seem to be the volume of investment lagged by one year and the 
residual (expectational) changes in share-prices. 

Since the series of gross home investment, of prices of investment 
goods, of share-prices, and interest rates in Tinbergen’s analysis are identical 
with the series which we have used, the difference between Tinbergen’s 
non-labour income (indicated in his symbols by Z) and our own series of 
profits (P) might be considered as a possible partial explanation of the 
divergences in the results. The correlation r = 0-74 between the annual 
changes in the two series,! although clearly significant, is not so high as 
not to account at least partially for the divergences between the two sets 
of findings. This can be ascertained by comparing the correlation co- 
efficients between the F.D. of the volume of investment and the F.D. of 
Z and P, presented in Table IT. 

Although the introduction of different series as an approximation to 
profits might have been responsible for certain differences in the results, 
it can be shown that the main cause of the divergences is connected with 
the different methods applied in the calculations of the multiple regressions, 

1 See above, p. 43. 
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and that Tinbergen’s estimates are very probably considerably affected 
by the continuity properties of the residual term of his regression equa- 
tion. 

TaBLE IT 


Simple Correlation Coefficients between the Annual Changes in the Volume 
of British Home Investment and the Annual Changes in Tinbergen’s 
‘British Money Non-Labour Income’, and Prest’s Series of Profits (Adjusted), 








1870-1914 
Lag or lead of explanatory variate 
One year’s No lag One year’s 
lag or lead lead 





First differences of: 
Tinbergen’s non-labour money income 


(Z) . j ‘ ; ; : 0-10 0-50 —0-04 
First differences of: 
Prest’s series of profits, adjusted (P) —0-18 0-52 0-18 














The dependent variate in Tinbergen’s demand equation for investment 
goods was derived from the series of values of gross home investment at 
1907 prices, from which our own index (J,) was calculated. The following 
are the series from which the explanatory variates in Tinbergen’s equation 
were derived : 


Symbol 
Non-labour money income in £m. : : a 
Index of prices of investment goods with base year 1907 ‘ > ee 
Short-term rate of interest in annual percentages . : - i- 
Long-term rate of interest in annual percentages : ° ‘ ee 


Table III presents the coefficients of the above multiple regression cal- 
culated in different forms, together with the ratios of the mean square 
successive differences to the variances of the respective residual terms 
§*/S?.1 Equation (iii) is Tinbergen’s equation as presented in his un- 
published work on ‘Business Cycles in the U.K., 1870-1914’.2 The 
coefficients in this equation were estimated from the deviations of the 
variates from their 9-year moving averages. 

From Table III one observes that the residual term in equation (i) 
calculated from the original data of Tinbergen’s variates is highly posi- 
tively autocorrelated, and therefore the estimates of the coefficients are 
probably considerably biased. In fact, if we calculate the equation from 
the F.D. of the original data the regression coefficients obtained are con- 
siderably different and the multiple correlation coefficient falls from 


1 For the relation between the value of this ratio and the first lag autocorrelation co- 
efficient of the residual term see above, p. 49, note 2. 
® Ch. iii. 4. 
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R= 0-97 to R = 0-44, while the autocorrelation of the residual term 
approaches the value expected for a random series. 


TaBieE III 


Tinbergen’s Equation of Demand for Investment Goods in the U.K.., 
1870-1913 





Coefficients of multiple regression of British 
gross home investment at 1907 prices on the 
following explanatory variates 


Z4 Pi-a Ms_4 m_y R 57/8? 








Multiple regression calculated 
from the: 
(i) original data (with a linear 
trend) . i : - | 0-32 0-68 | —1-97 | —100-29 | 0-97 | 1-19 
(ii) F.D. of the original data . | 0-20 | —0-26 | —5-05 | —62-40 | 0-44 | 2-12 
(iii) deviations of the original 
data from their 9-year 
moving averages (Tin- 
bergen’s equation) . - | 0-62 | —0-20 |, —7-2 —46 0-76 | 2-46 
(iv) F.D. of the deviations of 
the original data from their 
9-year moving averages . | 0-16 | —0-58 | —0-01 | —57-64 | 0-42 | 2-33 























Meaning of symbols 

Z_, = Tinbergen’s non-labour money income, lagged by one year. 

21 = Index of prices of investment goods, lagged by one year. 

m,_, = Short-term rate of interest, lagged by one year. 

m_, = Long-term rate of interest, lagged by one year. 

But the residual term in Tinbergen’s equation (iii), which was calculated 
from the deviations of the data from their 9-year moving averages, appears 
not to be highly autocorrelated. We should expect, therefore, that the 
estimates in this equation are fairly reliable. But the apparent randomness 
of the error term in equation (iii) may be due to the intercorrelation 
between the explanatory variates and the true error term for the relation 
considered.1 This can be tested by calculating the regression from the 
F.D. of the deviations of the data from their 9-year moving averages— 
equation (iv), Table III. If the residual term in equation (iii) was, in fact, 
not highly positively autocorrelated, the error term in equation (iv) would 
be substantially negatively autocorrelated. But contrary to this, the 
residual term in equation (iv) appears to have a very low autocorrelation. 
At the same time one observes a substantial fall in the multiple correlation 
coefficient from R = 0-75 in Tinbergen’s equation (iii) to R = 0-42, which 


1 The bias towards randomness of the autocorrelated error terms has been shown to 
become greater as the number of explanatory variates is increased, see D. Cochrane and 
G. Orcutt, op. cit., pp. 43-5. 











56 CYCLICAL FLUCTUATIONS OF BRITISH HOME INVESTMENT 


is fairly close to the value of R = 0-44 obtained from equation (ii). The 
preceding considerations indicate that the coefficients in Tinbergen’s 
equation (iii), as well as in equation (i) which was calculated from the 
original data, are of uncertain precision. The conclusions, therefore, which 
were drawn from the values of these regression coefficients, as well as the 
degree of multiple correlation which these estimates seemed to indicate, 
appear to be of very doubtful reliability. 

We may therefore conclude that the major cause of the divergences 
between Tinbergen’s results and our own findings was probably connected 
with the continuity properties of the error term of Tinbergen’s equations, 
due to the procedure of correlating the data in their original form, or in 
the form of deviations from their 9-year moving averages. 

An additional cause of the divergences is of course connected with the 
introduction in our analysis, as an additional explanatory variate, of the 
volume of investment lagged by one year, while this factor is not taken 
into account in certain parts of Tinbergen’s work referring to the explana- 
tion of fluctuations in aggregate investment activity,1 including the case 
of aggregate home investment in the United Kingdom between 1870 and 
1913. 


4. Negative and Positive Conclusions. International Influences 

on Cycles of British Home Investment 

We may now proceed to the analysis of the economic content of our 
statistical findings. In order to do this it is probably helpful to restate 
certain of the assumptions upon which the preceding empirical investiga- 
tion rests. 

The following are the assumptions and some of the problems of inter- 
pretation related to them: 

A. The selection of our variates was based on economic theory. Our 
statistical analysis aims at testing the degree of correspondence between 
the empirical data (related here specifically to British home investment in 
the period 1870-1913) and statements derived from analytical deductive 
reasoning. 

B. The series which were introduced as variates are supposed to be 
adequate expressions of the economic factors which they represent. Apart 
from the problems and the technica! difficulties of estimation and index- 
number construction, this assumption is connected with the question 
whether certain indices—assuming that there are no errors of measurement 
—are fairly representative of the economic factor for which they are 

2 See, however, Tinbergen’s work and results on the cycles of shipbuilding ( Weltwirtschaft- 


liches Archiv, 1931, pp. 152 ff.) and residential building (A Method and its Application, 
op. cit., pp. 90 ff.). 
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introduced in our multiple regression analysis. Considerations of the latter 
type may raise the question, for instance, whether the (residual) movements 
of share-prices adequately reflect variations of expectations. 

C. Events which may be considered as having a causal connexion with 
the movements of home investment must have occurred before the invest- 
ment decisions were taken.! It is this assumption which makes necessary 
the introduction of the time-lag between our explanatory and our dependent 
variates.? Our results suggest that realized profits, as well as prices and 
interest rates, were relatively unimportant in determining changes in the 
volume of investment. But they do not indicate the relative importance 
of expected profits, expected prices, and expected interest rates. On the 
other hand, the general expectational factor, together with the accumu- 
lated stock of capital at any year, appear to be of considerable importance 
in determining the volume of investment during the following year. The 
extent to which the influence of expectations was exerted through antici- 
pated profits, prices, or interest rates cannot be fully answered by our 
empirical investigation. 

But the above shortcomings of our findings do not prevent us from 
drawing certain inferences. The state of expectations at any moment 
must be based on certain indications of some importance to the future 
course of business conditions. It appears that such indications were prob- 
ably the changes in the volume of investment, which were found to be 
significantly correlated with changes in expectations during the same year. 
Hence, although realized movements in profits, prices, or interest rates 
appear not to have been responsible for inducing changes in expectations, 
prospective profits, prices, or interest rates were probably affected by the 
general state of expectations which appears to have been influenced by the 
current movements of the volume of investment. 

Table II helps to illustrate the preceding argument with reference to 
profits. The annual changes of the volume of investment appear to be 
negatively correlated with the annual changes in profits lagged by one 
year, and significantly positively correlated with the annual changes in 
profits during the current year. Now it may be argued that the level of 
profits current to the flow of investment goods deliveries, the production 
of which was ordered or decided during the previous year, may have been 

1 This assumption constitutes the foundation of the so-called ‘period’ or ‘dynamic’ 
analysis of which there is a summary exposition in P. A. Samuelson, ‘Dynamic Process 
Analysis’ in A Survey of Contemporary Economics (edited by H. 8. Ellis), 1948, pp. 353-5. 

2 Since, in the absence of monthly or quarterly figures, the series lagged by a fraction of a 
year are interpolated from the original annual data, the estimated lengths of the lags are 
probably only rough approximations to the true ones. They may be used for a ‘testing’ or 
‘explanatory’ analysis, but the degree of approximation is not sufficient for predictive 


purposes. These considerations provide a reason for the not very high values of the coeffici- 
ents of multiple correlation obtained in our regressions. Cf. also below, p. 58. 
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accurately anticipated by the entrepreneurs. But apart from the plausi- 
bility of such an hypothesis, our statistical analysis indicates that changes 
in the general level of expectations were not highly associated with current 
variations in realized net profits, while they were significantly correlated 
with the movements of the volume of investment. These considerations 
suggest that the positive correlation between annual changes in the volume 
of investment and current annual changes in profits tend to reflect an 
influence of the multiplier type exerted by the volume of investment on 
profits via aggregate effective demand. Our findings do not preclude that 
the effects of this causal connexion between investment and profits may 
have been more or less adequately anticipated by the business man. But 
if expected (as opposed to realized) aggregate money net profits were 
important in shaping British home investment decisions, their prospective 
values were probably much more influenced by the changes in the current 
volume of investment (through the anticipated multiplier effect) than by 
variations in their own realized values. 

D. The application of the technique of multiple regression in testing 
business-cycle theories presupposes that the influence of the various factors 
can be regarded as constant within the period under examination. This 
assumption may or may not be justified. It may be argued that the degree 
of influence of each factor changes in the course of the trade-cycle.1 In 
fact this is possibly an (additional)? explanation for the not very high 
values of the multiple correlation coefficients in our equations. But even 
if the influence of the particular factors on entrepreneurial decisions was 
changing during the trade-cycle, our regression analysis will indicate the 
relative importance of the various factors, provided that the movements in 
the degree of influence of these factors (on investment decisions) in the 
course of the cyclical fluctuations were approximately proportional. This 
latter assumption seems fairly reasonable. 

We may now advance to a more detailed scrutiny of our statistical 
results with reference to the various types of business-cycle theories which 
have been put forward. 

The influence reflected in the negative coefficient of 1,_, in equation 5 
(Table I) may be of a varying nature. The component 5 of the parameter 
(b+c) in the equation expressing Kalecki’s model reflects the influence of 
variations in the stock of capital on investment decisions directly through 
the marginal efficiency of capital, while the term c is a measure of the 
limitations set by increasing risk and imperfect competition to entrepre- 
neurial activity when investment is expanding. But these limitations are of 
doubtful importance. According to Kalecki himself, the limitations due to 


1 Cf. M. Kalecki, Studies in Economic Dynamics, pp. 63-4. 
* For another possible explanation see p. 57, note 2, 
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market imperfections could not be considered as really important, owing 
to the possibility always open to the business man of directing his activities 
in another line. Also, doubts have been expressed about the validity of 
the principle of increasing risk with respect to its effect on entrepreneurial 
decisions.” 

But even the elimination of the preceding alternatives does not lead us 
far enough. The marginal efficiency of capital is an expected ratio, prob- 
ably influenced by the currently realized marginal rate of profit, hence 
its variations may be associated, either with a change in the level of the 
current rate of profits, or, while the current ratio remains unchanged, 
with the expected ratio which may vary in size or in the degree of certainty 
or the prospective risk involved in its realization. Finally, some combina- 
tion of these alternatives may be the case. 

Our results indicate that the changes in the marginal efficiency of 
capital are due neither to variations in aggregate realized profits (in the 
way suggested by Tinbergen), nor to variations in current costs as these 
are reflected in the prices of investment goods, nor to changes in the 
prevailing rate of interest.* 

On the other hand, the negative association between the annual rates of 
change in the volume of investment and the deviations of the levels of 
investment from their 9-year moving average, one year earlier, may be due 
to a tendency in the current rate of profit per unit of capital to fluctuate 
during the trade-cycle, consequent upon the variations in the net additions 
to the stock of capital. Such an explanation is not incompatible with some 
of the ‘non-monetary’ over-investment theories.5 

Our findings do not preclude, further, the validity of a theory founded 
on a psychological or expectational basis, of the type, for example, 
advanced by Schumpeter® and in more recent years by Shackle.’ 

Finally, the preceding statistical investigation and argument were 
developed on the assumption that replacements and repairs do not 


1 M. Kalecki, Essays in the Theory of Eo ic Fluctuations, p. 98. 

2 See T. Wilson, Fluctuations in Income and Employment, 1941, p. 81. 

3 Although each of these factors had probably no dominant influence on the cycles of 
British home investment, their aggregate effect may have contributed to the influence of the 
‘expectational’ factor in preventing the cycles from being damped. See above, p. 52. 

* See references in p. 40, n. 2. 

5 See, for instance, D. H. Robertson, A Study of Industrial Fluctuation, 1915, especially 
pp. 180, 186-7. 

® See J. Schumpeter, Business Cycles, 1939, vol. i, pp. 141-2. The statistical findings 
presented in the text are also compatible with a synthesis of the theories of Schumpeter and 
Kalecki on the lines suggested in the reviews of Schv:=peter’s Business Cycles by O. Lange, 
Review of Econ. Statistics, 1941, p. 193, and E. Rothbarth, Zeon. Journal, 1942, p. 227. 

7 According to Shackle’s theory, when ‘the moving spirits’ of the various business concerns 
have just made important additions to their plant or have organized and equipped new 
businesses ‘they need a pause for observation, experiment, ad adjustment, in short, a pause 
to consolidate their advances’ (G. L. 8. Shackle, op. cit., pp. 99-100). 
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fluctuate during the trade-cycle. If this assumption is abandoned the 
F.D. and the deviations from trend of the series of gross home investment 
cease to reflect annual changes and fluctuations in net investment only. 
But our calculations and results are not invalidated. They only have to 
be interpreted as referring to gross instead of net home investment. To 
what extent the assumption that expenditure for replacements and repairs 
shows only a trend movement is justifiable is still unknown. Recent work 
has shown in detail that in a number of major industries with large fixed 
capital installations, maintenance and replacements do tend to exhibit a 
cyclical pattern.! If this information is capable of supporting a general- 
ization, our results do not contradict the theories of ‘pure-reinvestment’ 
cycles as originally presented by Marx, further developed by Robertson,? 
and recently tested by Einarsen* for the Norwegian shipbuilding 
industry. 

Thus our statistical results provide no positive evidence in support of a 
particular trade-cycle theory, but the negative conclusions which may be 
drawn are not negligible. They indicate that all influences through 
variations in aggregate net profits, such as changes in the marginal pro- 
pensity to consume or in the balance of payments or in the wages bill, were 
probably of small importance. It also appears that changes in the (long- 
term) rate of interest and in costs and prices had no significant influence 
on the fluctuations of British home investment between 1870 and 1913. 

The whole set of considerations of this section would be compatible 
with the following more general conclusions: 

A. The dominant causal connexion between the cyclical fluctuations in 
British home investment and the British national income during the period 
1870-1913 consisted probably in a determining influence of home invest- 
ment on the national income, of the multiplier type. 

B. 'The channels through which international economic intercourse may 
have affected the cyclical fluctuations in home investment are: 

(i) Changes in the balance of payments on current account reflected 
in changes in home effective demand. 

(ii) Changes in the rate of interest induced by variations in the balance 
of payments and gold movements. But such changes are normally 
reflected in fluctuations of the short-term rate of interest. In view 
of the fact that for investment decisions the long-term rate is 
relevant, changes in the balance of payments and in gold move- 
ments could only have influenced home investment indirectly 


1 See R. F. Bretherton, F. A. Burchardt, R. 8. G. Rutherford, Public Investment and the 
Trade Cycle in Great Britain, 1941, pp. 217-42; J. Einarsen, ‘Reinvestment Cycles’, Rev. of 
Econ. Statistics, 1938, pp. 4-7. 

* A Study of Industrial Fluctuation, 1915, pp. 36 ff. 

® See ‘Reinvestment Cycles’, loc. cit. 
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through the effect of the short-term capital market on the long- 
term rate of interest.1 

(iii) Changes in business conditions abroad may affect business expecta- 

tions at home. 

But it seems that variations in aggregate effective demand and in the 
long-term rate of interest did not have an important influence on fluctua- 
tions of British home investment between 1870 and 1913. Nor did 
changes in business conditions in the major industrial countries appear 
to have had an important determining effect, although variations in 
income and activity in the primary producing areas which were borrowers 
from the United Kingdom probably considerably affected expectations 
at home. Hence our findings indicate that British home investment 
between 1870 and 1913 had a cyclical pattern, the dominant causes of 
which were to a considerable extent independent of international influences. 
Such influences probably affected to a certain extent cycles in British 
home investment by contributing to the factors which prevented the 
fluctuations from being damped. If this is true, international influences, 
mainly through business expectations at home, were responsible for 
preserving the temporal link between the variations in British home 
investment and the international trade-cycle. 


1 See J. Robinson, ‘The Pure Theory of international Trade’, Review of Econ. Studies, 
1946-7, vol. xiv (2), p. 100. 
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THE RISE OF ADMINISTRATIVE OVERHEAD 
IN THE MANUFACTURING INDUSTRIES OF 
THE UNITED STATES 1899-1947* 


By SEYMOUR MELMAN 


Part I 


INTRODUCTION 


Wirs the vast unfolding of American industrial production after the turn 
of the twentieth century, far-reaching changes occurred in the internal 
economies of manufacturing industries. The investment in large manu- 
facturing units using costly machinery gave rise to the problem of fixed 
charges due to overhead costs. Interest in these ‘costs which are not 
traced to units of output, or do not vary with output} was intensified by 
the occurrence of business depressions and resultant unused plant capacity. 
John Maurice Clark in his Studies in the Economics of Overhead Costs (1923) 
stressed the importance of costs due to idle capacity. The problem of the 
control of such costs has received regular attention from business men. 

While attention has been focused upon those overhead costs which 
correspond to idle capacity, another type of overhead has been growing 
in importance: the costs of business administration, including managerial 
decision-making, coordinating, supervision, planning, record-keeping, and 
buying and selling. The outlays for management have risen continuously, 
as have the number of persons employed in these occupations. Their 
present-day importance is evidenced by the concern of business men for 
ways of minimizing overhead, even during periods of business prosperity. 

During the four decades 1900-40 the population of the United States 
increased 73 per cent. and the labour force grew 81 per cent. Within the 
labour force in the manufacturing industries the directly productive 
workers, wage-earners, increased by about 87 per cent., but the administra- 
tion personnel grew by 244 per cent. during this period. 

The American pattern in this respect has been paralleled in other 
countries. We present in Table I the results of a survey by the Inter- 
national Labour Office covering the changing relationships of salaried to 


* Professors Carter Goodrich and Walter Rautenstrauch of Columbia University, and 
Professor Solomon Fabricant of New York University were particularly generous in 
advising and aiding the writer during the course of this inquiry. Dr. Lawrence B. Cohen, 
Lecturer in Industrial Engineering at Columbia University, read the manuscript critically 
and contributed valuable comments. The author owes especial gratitude to Mr. Myron 
Melman, who is responsible for the charts and who did yeoman work in assisting with the 
massive statistical work that was required. 

+ Numbered references are placed at the end of the text. 
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manual workers in other industrial countries.* The pattern observed here 
is the widespread increase in the ratio of non-manual workers per 100 
wage-earners in manufacturing and mining. 


TaBLE I 
Numbers of Non-manual Workers per 100 Wage-earners 








Country 1905-11 1919-25 1929-34 
Germany . . ; ea 11-9 14-0 
Australia . : ¥ 7-1 9-4 12-1 
Belgium . : : 4-9 oe 9-1 
Canada . é P 8-6 15:8 16-9 
United States . j 11-9 15-9 15-4 
Finland . = . 5-7 8-2 8-7 
Great Britain . s 7-6 9-5 11:3 
Sweden . ‘ ‘ 9-0 10-2 13-1 
Switzerland : ‘ 6-8 me 9-6 
Union of South Africa oi 5-6 7-6 














Source: Censuses of establishments, &c. (mfg. and mining only), ‘Statistical Survey of 
Non-Manual Workers’, International Labour Review, vol. xxxiv, No. 2, August 1936, p. 249. 


The steady increase in the productivity of directly productional man- 
hours has resulted in the ‘release of about 25 per cent. of the working 
opulation from arduous manual toil’.2 This decline in the man-power 
pop po 
requirements per unit of output occurred together with a rise in the 
absolute and relative numbers of administrative personnel. These changes 
reflect a shift towards greater overhead cost in the economy as a whole. 

Among business men there has been persistent uneasiness concerning 
increases in the fixed costs of administering business ; among econcmists 
concern has been expressed about the growing rigidity of costs and prices. 
The rise of large administrative organizations has led critics to decry the 
‘bureaucratization of business’. 

There exists a large literature purporting to account for these develop- 
ments in the administrative overhead, and a variety of explanations have 
been offered, many of them contradictory.t We propose to establish the 

* The United States figure for 1929-34 is an understatement of this relationship in 
manufacturing industries, resulting from certain arrangements of data in the Census of 
Manufactures (see Part IT). 

+ We have reviewed this literature. The main hypotheses which have been suggested are: 
large firms and plants have relatively greater administrative costs (E. A. G. Robinson, ‘The 
Problem of Management and the Size of Firms’, Economic Journal, 1934, pp. 242 ff.; A. Marshall, 
Principles of Economics, Eighth Ed., p. 284; P. F. Lawler, Records for the Control of Growing 
Manufacturing Enterprises, Harvard University Press, 1947, p. 20; G. J. Stigler, The Theory 
of Price, Macmillan, 1946, p. 134); small units have greater administrative costs (J. Ise, 
Economics, Harper, 1946, p. 112); administrative costs are comparable for all firms (H. D. 
Anderson and R. E. Davidson, Occupational Trends in the United States, Stanford University 


Press, 1940, p. 589); corporate organization has caused a rise in these overhead expenses 
(Anderson and Davidson, op. cit., p. 588); multiple plant firms must increase such outlays 
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facts of the case by exploring the data for the American manufacturing 
industries over the half-century 1899 to 1947. 

Part II of this paper presents a systematic survey of the growth of 
administrative personnel in relation to production personnel. The data 
for all manufacturing industries are available from 1899 to 1947. For a 
sampled group of industries the data 1899-1937 are portrayed graphically 
in order to set the stage for the review in Parts III and IV of the possible 
causes of the variation in administration outlays (comparable 1947 data 
for the sampled industries are not available). 

In Part III we seek to account for differences occurring in a given census 
year. Here, for example, we ask: Does administration outlay correlate 
with firm or plant size ? In Part IV the question becomes: Does the degree 
of increase in administration outlay correlate with the degree of increase 
over time in the size of firm? Comparable questions are posed in relation 
to the other hypotheses listed. Through graphic presentation we attempt 
to establish the presence or absence of presumed relationships. The in- 
quiry takes a new direction in Part V, where similarities among industries 
and firms with respect to administration outlays are examined. We con- 
clude the inquiry in Part VI with an analysis of major findings from our 
data. 

The appropriate statistics may be derived from the data on personnel 
in manufacturing provided by the United States Census of Manufactures 
since 1899, and from the compilations of expenses of manufacturing firms 
by the Federal Government’s Securities and Exchange Commission. 

Since 1899 the employers answering the questionnaires of the Census 
of Manufactures have been directed to differentiate between persons 
‘in the management (salaried employees) and in production (wage- 
earners) . . .’. The salaried group included ‘salaried officers of corpora- 
tions, general superintendents, managers, clerks, and salesmen’.* For 
the purposes of this inquiry we add to the census group ‘salaried em- 
ployees’, part of the separately designated class of proprietors and firm 
members, as well as the employees of central offices (offices of multi-plant 
firms).* Altogether, these comprise our class of administration personnel. 

The procuction personnel in this inquiry include the ‘wage earners’ of 
(Anderson avi Davidson, op. cit., p. 588) ; modern selling methods involve greater overhead 
expenses (Anderson and Davidson, op. cit., p. 587) ; bureaucracy is a cause of larger adminis- 
trations (M. H. Dimock and H. K. Hyde, Bureaucracy and Trusteeship in Large Corporations, 
Temporary National Economic Committee, Monograph No. 11, 1940, p. 35); productivity in 
manufacturing and the introduction of ‘scientific management’ leads to greater administra- 
tive expense (H. D. Anderson, American Job Trends, Chicago: Science Research Associates, 
1941, pp. 44 ff.; H. Speier, ‘The Salaried Employee in Modern Society’, Social Research, i, 
1934, p. 116); profitability results in management laxness and rise in management costs 
(M. E. Dimock, op. cit., p. 36); unprofitability is a pressure for enlarged administration 


budgets (Anderson and Davidson, op. cit., p. 589); government regulation requires increases 
in administration expenses (Anderson and Davidson, op. cit., p. 589). 
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the Census of Manufactures, plus the estimated productional portion of 
the proprietor group. The significance of these categories for our purpose 
is reinforced by the repeated instruction of the census editors that: “The 
line of distinction between salaried employees and wage earners should 
be based primarily upon the character of the work done rather than upon 
the unit of time which is the basis for payment. Wage earners, in other 
words, are not confined to those who receive day wages, though most 
wage earners are paid by the day.’ 

We have compiled the data on administration and production personnel 
for manufacturing as a whole as well as for sixty-nine selected industries 
for the years 1899, 1909, 1923, 1929, 1937. For 1947, only aggregate data 
could be prepared. The sixty-nine industries were selected as representa- 
tive of many diverse attributes of manufacturing: product type; process ; 
age of industry ; extent to which production is automatic; average size 
of plant and firm ; market conditions ; concentration of control, &c. More- 
over, the census definitions of these industries have been rather constant 
over the period reviewed.* We selected these six census years because 
they are all peak years of manufacturing and general business activity 
and were marked by successive increases in physical output and in 
manufacturing employment.? By comparing comparable periods of manu- 
facturing activity we seek to minimize problems due to business fluctuation. 

The absolute magnitudes of administration personnel do not, however, 
afford us a functional picture of the development of administrative out- 
lays. In the case of the census data on manufacturing we shall therefore 
compare the administration personnel with the others, the production 
personnel, and we shall state the magnitude of the administrative over- 
head: as the ratio of administration personnel to production personnel 
(A/P). 

Similarly, the monetary measures of administration outlays are most 
usefully stated in relation to production expense. We have computed such 
ratios for 123 firms in 9 industries and for 38 industries each taken as a 
unit. These ratios are arithmetic means for every industry and in these 
senses relate to ‘average’ firms. 

A final word on our measurement of administrative overhead. What 
is the relation of the A/P ratios computed from personnel data with those 
derived from financial data? What relevance can we attach to the per- 
sonnel measures of administrative overhead? We may view the counts 
of A and P personnel as partial statements of resources devoted to these 
functions, the actual totals for which are obtained by expanding the per- 
sonnel data into the total expense outlays. When such an expansion is 
done for the numerator (A) and denominator (P) of a capital good in- 
dustry’s A/P (personnel) ratio, the denominator, which includes the heavy 
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outlays for machinery and raw materials, will be enlarged relatively more 
than the administration numerator. Hence, by hypothesis, the A/P ratios 
in money units should be lower for such industries than the A/P ratio 
from the census personnel data. Conversely, the A/P ratio in money units 
should be greater for industries characterized by heavy administrative and 
selling expenses. 

We have tested these hypotheses for a group of industries in 1937, for 
which usefully comparable data were available in both personnel and 
monetary units. The observed relations bore out the expectations of our 
hypothesis. As a result we should be able to control bias as to the magni- 
tude of administrative overhead due to the use of personnel data for our 
historical series. 


Part II 
THE TREND, 1899-1947 


We now present in Table II the measure of administrative overhead 
for all manufacturing industries from 1899 to 1947. 
TaBeE II 


All Manufacturing Industries: Composition of Administration and 
Production Categories, 1899-1947* 




















(In thousands) 
Personnel 1899 | 1909 | 1923 | 1929 | 1937 | 1947 — 

Salaried employees, oe 

central office staffs 348 750 | 1,280 | 1,496 | 1,518 | 2,578 
Proprietors (50%) . : 4 109 136 74 66 49 94 

Administration . A ‘ 457 886 | 1,345 | 1,562 | 1,567 | 2,672 
Wage-earners. ; ; - | 4,496 | 6,256 | 8,187 | 8,361 | 8,553 | 11,916 
Proprietors (50%) . : , 109 136 74 66 49 94 

Production. : ° . | 4,605 | 6,392 | 8,261 | 8,427 | 8,602 | 12,010 
mene anced 99 | 139 | 163 | 185 | 182 | 222 

Production (%) : , 























* The 1947 data were estimated as follows: The total number of salaried employees in 
manufacturing were reported by the Bureau of the Census as 2,378,000, with 11,916,000 


wage-earners employed in the same year. To the reported salaried group we added 94,000 ' 


to account for half the estimated number of proprietors. The remaining 94,000 proprietors 
were added to the wage-earner group to give the total production personnel. The adminis- 
tration group required data for central office staffs. ‘The author was advised by the Bureau 
of the Census that data for these personnel were collected in the 1947 census, but were not 
tabulated. We therefore estimated the number of central office personnel as 200,000, and 
added them to the salaried group to complete the estimate of administration personnel. 
The 200,000 figure is based upon the 1929 count and is necessarily an understatement of 
the 1947 figure, since there has been a growth in multi-plant firms since that time. As a 
result of our methods of estimating central office staffs for 1947 the A/P ratio given above 
for that year is probably an understatement of the actual relationship. 
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From 1899 to 1947 administration personnel increased 485 per cent. in 
the manufacturing industries, from 457,000 to 2,672,000 (Table II). 
Production personnel increased 160 per cent. from 4,605,000 to 12,010,000. 
The ratio of administration to production personnel was 9-9 per cent. in 
1899 and reached 22-2 per cent. in 1947, an increase of 124 per cent. 

Fig. 1 shows the number of administration and production personnel 
for all manufacturing for each of the five census years. The ratio of ad- 
ministration to production personnel is denoted by the dotted line labelled 
A/P. The values for this line are read from the scale of percentages at the 
right. 

Another form of statement of the relationship of administration to 
production personnel is presented in Fig. 2. The scale of the Y-axis 
represents administration personnel and the scale of the X-axis measures 
production personnel. Each plotted point marked with a circle represents 
the aggregate relationship between administration and production per- 
sonnel for each of our census years. The broken line passing through the 
1899 point represents, in its slope drawn from the origin, the 1899 ratio 
of A/P, 9-9 per cent. Had this relationship of administration and pro- 
duction personnel been maintained as production personnel increased to 
8,600,000 in 1937, the plotted points for subsequent years would also have 
rested upon the broken line of slope. Therefore the departure of each 
plotted point after 1899 from the slope representing the 1899 relationship 
denotes the increase in administration personnel relative to production 
personnel as compared with the 1899 relationship. 

For 1937 we can also avail ourselves of the data for 1,741 manufacturing 
firms whose financial reports to the Securities and Exchange Commission 
were organized in categories convenient for our purposes. The administra- 
tion expense* for these firms amounted to 3-5 billions and the production 
outlays{ totalled 23 billions. The relationship of administrative to 
production outlays was 15-3 per cent. This ratio (AE/PO) compares 
closely with the A/P ratio of 18-2 per cent. from the personnel data of 
all manufacturing industries in 1937. Evidently the increments for 
purchased goods and services for administration and for production 
were relatively of equal proportion for the two types of function, with 
the result that the ratios in money and personnel terms did not show a 
wide discrepancy. 

The lesser magnitude of the ratio (15-3 per cent.) from the S.E.C. data 
compared with census personnel A/P (18-2 per cent.) is consistent with 
the observation of Professor J. M. Clark to the effect that when measured 
in money units outlays for production include and conceal prior overhead 


* Including selling and general expenses. 
+ Cost of sales only. 
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outlays.* The effect on the present data would be the relative enlarge- 
ment of the denominator of the relationship AE/PO in money units, 
thereby reducing the size of the ratio. 

The trend of administrative overhead for the sampled group of industries 
was computed from the data for their administration and production per- 
sonnel in each of our census years. As noted above, the original census 
data were rearranged and additions were made to them, particularly for 
central office personnel. Appendix Table I shows for each sampled industry 
the computed magnitudes of administration and production personnel for 
the census years included in our study, as well as the A/P ratios, in per 
cent., for each industry. 

The group of sixty-nine industries comprising the sample exhibits similar 
characteristics of rise in administration and production personnel, and of 
the A/P ratio, as was observed for all manufacturing. In the aggregate, 
the sampled industries showed a 90 per cent. increase in production per- 
sonnel 1899-1937 as compared with an 87 per cent. increase for all manu- 
facturing. Administration personnel in our sampled industries increased 
270 per cent. as compared with the 244 per cent. increase in all manufac- 
turing. The ratio A/P for sampled industries was lower than the ratio for 
all manufacturing, increasing from 8-7 per cent. in 1899 to 16-9 per cent. 
in 1937, an increase in the ratio of about 95 per cent. 

In Fig. 3 we have arrayed the sampled industries according to their 
A/P ratio in 1899 compared with the same relationship in 1937. The right- 
ward shift of the darkened columns representing the number of industries 
for A/P ratio groups in 1937 reflects the general increase in administrative 
overhead since 1899. The general shape of the distribution of industries 
is maintained. 


Part III 


VARIATIONS IN ADMINISTRATIVE OVERHEAD: 
DETERMINANTS AT ONE TIME 


1. Size of Industry. Widely held opinions view the magnitude of the 
administration overhead as a function of size. The larger industries have 
well-organized trade associations, which supply valuable services to the 
management of member firms, and these industries, by virtue of their 
importance as employers, call into being corps of specialized personnel, 


* ‘The passing on of products and services to serve as means of further production 
results in converting the overhead costs of making these intermediary goods into direct 
or variable expenses to the industry which uses them, thus falsifying the picture the cost 
accounts give of the relative amounts of constant and variable costs. Hence financial 
accounting and cost accounting on business principles do not fairly represent the actual 
behaviour of the ultimate costs of industry... .’ J. M. Clark, op. cit., p. 562. 
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trained to eope with their administrative and production problems. Train- 
ing these employees in turn has required the operation of numerous uni- 
versities with teaching staffs specializing in problems specific to these 
industries. 

Size of industry is measured here by two criteria: total production per- 
sonnel and total assets. Fig. 4 presents the relation between the average 
administrative overhead of each sampled industry and the production 
personnel of the industry in 1937. Each small circle represents one in- 
dustry. For the industries grouped at the lower range of the X-axis there 
is clearly a wide variation in administrative overhead. The five industries 
with more than 150,000 production workers in each are found in the lower 
half of the A/P scale. The number of these industries of large size is few 
and they are scattered over a large range of the X-axis. 

Another measure of industry size is the bulk of assets utilized. Fig. 5 
relates the ratio of administration to production expense for selected manu- 
facturing industries in 1937, with the total assets of these industries of that 
year. These data are drawn from the Securities and Exchange Commis- 
sion’s ‘Survey of American Listed Corporations’. From the data of Figs. 
5 and 6 there appears to be a lower average administrative overhead for 
the larger industries, so measured. The relationship is not linear, however. 
Many individual small industries also have lower overheads, though, as 
a group, the small industries have higher average A/P ratios than the 
larger ones. 


2. Size of Establishment (Plant). The size of production units may 
be indexed in terms of average value added per establishment and average 
number of wage-earners per establishment. Fig. 6 presents the relation 
between average value added per establishment of the sampled industries 
and average administrative overhead for these industries, both data drawn 
from the Census of Manufactures of 1937. Fig. 6 shows the already familiar 
concentration of industries at the left side of the X-axis with great varia- 
tion in the A/P values for these industries, the lesser variation in the A/P 
values for the scattered industries appearing in the larger size groups at 
the right of the X-axis. 

The same type of distribution of industries appears in Fig. 7 which 
relates administrative overhead to size as measured by the average number 
of wage-earners per establishment. 


3. Size of Firm. With the aid of the Securities Exchange Commission 
data we are able to test for possible relationship between money outlays 
for administration in relation to expenditures for production purposes, 
compared with the size of firms measured in terms of total assets. Fig. 8 
presents group data by asset size for 892 manufacturing firms in 1937. 
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It should be noted that the asset groups are not of equal range, though 
they have been equally spaced along the X-axis for convenience in pre- 
sentation. The plotted points connected by the upper line reflect dollars 
for administration as a percentage of dollars for production. The lower 
line of the graph represents dollars for administration for a percentage of 
net sales. It is apparent from this chart that there is an appreciable 
difference in relative administration outlays between smallest and largest 
asset-size firms. We have also examined data from the ‘Survey of American 
Listed Corporations’ of the Federal Securities and Exchange Commission 
showing administrative overhead dollar expenditures for firms in selected 
industries for 1937. The relation between asset size and administrative 
overhead for the firms within each industry were observed to follow the 
pattern of Figs. 4-7. As a group the larger asset-size firms generally fell 
in the lower values of the administrative scale on the Y-axis. 

As a group, therefore, the larger firms showed a low ratio of administra- 
tive overhead. So, however, did many of the smaller firms in each given 
industry. The greater variation in the administrative overhead of the 
smaller firms, however, resulted in a higher group ratio as compared with 
the larger firms, measured by asset size. 

The findings of an inquiry on the relative payments to executives by 
small and large firms are consistent with these observations. While ‘dollar 
payments to all executives were substantially higher in large companies 
than in small companies, the large companies, however, distributed a 
lower percentage of earnings to executives than did smaller companies .. .’. 
The same study of the data for 1928 to 1936 concluded with the observation 
that ‘large companies also paid to their executives a much smaller per- 
centage of sales than did smaller companies . . .’. These salary payments 
were ‘so inflexible that they might be fairly regarded as a fixed charge’.® 


4. Corporate Organization. It has been suggested that the corporate 
form per se requires extraordinary administration outlays. Furthermore, 
large administration overheads are sometimes viewed as reflecting the 
requirements of corporation managements, the ‘controllers’ who are less 
concerned than are stockholders (‘owners’) in high rates of profit. 

In order to test the relationship between corporation organization of 
business and differential administrative overhead, we have arranged in 
Fig. 9 the relationship between the industry A/P ratios and the percentage 
of total industry value product contributed by establishments in corpora- 
tions. Both data are for 1929 and are drawn from the Census of Manu- 
factures. The scatter recorded in Fig. 9 does not reflect any regular 
relationship between the magnitude of administrative overhead and the 
degree of corporate control in the industry. 
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5. Multi-plant Firms. It has been stated that multi-plant firms 
require relatively greater administration staffs than do single-plant firms ; 
on the other hand, it is known that mergers are often concluded for the 
purpose of reducing administration outlays. Fig. 10 presents the relation- 
ship between the average A/P ratio of each sampled industry and the 
percentage of total industry value product produced by multi-plant firms. 
The percentage of value product by multi-plant firms was taken from 
(U.S. Temporary National Economic Committee Monograph 27) The 
Structure of Industry (pp. 211-25). It is apparent that the scatter of the 
plotted points in Fig. 10 reflects neither of the suggested relationships 
between multi-plant firms and the magnitude of administration outlays. 


6. Concentration. Concentration of control is frequently said to result 
in high administration outlays. The Bureau of the Census made a special 
tabulation of Census of Manufactures data for 1935 for the U.S. National 
Resources Committee’s Structure of the American Economy (p. 265). We 
have compared in Fig. 11 the proportion of each industry’s value product 
contributed by the four largest producers in 1935 with the administrative 
overhead proportion computed for 1937. There is, of course, some degree 
of incomparability introduced by the 2-year difference between the data. 
But the short-run stability of these characteristics probably make this 
2-year discrepancy of little significance in the present context. The random 
scatter of plotted points in Fig. 11 indicates no apparent relationship 
between concentration of control and administration outlays. 


7. Operating Characteristics. Administrative overhead will now be 
considered in relation to profitability, pricing practice, amount of selling 
effort, and age of the firm (chronological). We also explore the relation of 
administrative outlays to degree of mechanization, employment of tech- 
nicians, and product type. 


Profitability. Relative outlays for administration purposes have also 
been associated with the profitability of firms. Under conditions of ample 
profits unchecked bureaucratic expansiveness is presumed to result in 
large administration expenditures. In a somewhat different vein the 
decline or threatened decline of profitability has been held to be an impetus 
to additional administration outlays in order to check failing profits. For 
selected manufacturing industries we present in Fig. 12 net profit as a 
percentage of sales, in relation to administrative overhead costs, both for 
1937. These data of the Securities and Exchange Commission do not 
reveal any regular relationship between the variables. The same finding 
resulted from an examination of the relation between these variables 
plotted for individual firms within industries. 
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Pricing Practices. Associated in certain respects with intensity of selling 
effort are the market practices of industries with respect to the formation 
of prices. Where pricing occurs primarily as a function of the interplay 
of impersonal supply and demand factors we might expect relatively less 
selling effort than under conditions of administered pricing. In the latter 
case the firms involved must have recourse to the varied devices of non- 
price competition to attain the greatest possible net advantage for the 
firm. 

As an indication of administered pricing we may utilize the ratio of 
1932 depression with respect to 1929 prosperity prices compiled for manu- 
facturing industries by Gardiner Means as an index of price flexibility and 
presented in the Structure of American Economy. In Fig. 13 we have 
compared administrative overhead for 1937 with the price ratio of 1932 
to 1929 prices, in per cent., for the twenty-seven industries for which such 
data are available. The array of related points does not suggest an orderly 
relation of administrative overhead to degree of price administration. 


Selling Effort. Relatively large administration outlays have been held 
to result from the heightened intensity of selling effort that occurs under 
conditions of unused capacity. At such times, it is alleged, managements 
hasten to spruce up selling organizations and procedures in an effort to 
cut short the frightening prospect of large fixed charges due to idle plant 
machinery. 

In 1923 the Bureau of Census included an unusual question in the census 
schedule regarding the ‘actual value of output as a percent of maximum 
possible output’. The schedule of the census did not detail precisely 
what was to be understood as ‘capacity’. The phrasing was such, how- 
ever, as to suggest that ‘maximum possible output’ meant capacity under 
prevailing usages as to hours of work, intensity of work, use of machinery, 
and the like. The relation of administrative overhead of each industry 
to the ratio of actual to possible output in 1923 is presented in Fig. 14. 
Clearly there is no definable direction of relationship, increasing or de- 
creasing, between administration outlays and unused capacity. 

A more direct approach to intensity of selling effort in relation to ad- 
ministrative overhead can be made through the data of the Census of 1929 
on Distribution of Sales of Manufacturing Plants. In this census report 
there appears an analysis of the distribution of sales of manufacturing 
industries by major classes of manufacturers’ customers. For each class 
of customers the percentage of total sales for the industry is indicated. 
Our interest is in the classes of customers which by their very nature re- 
quire selling effort from the manufacturer’s own sales force that is accoun- 
ted for in the ‘Salaried Personnel’ reports of the Census of Manufactures. 
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These outlets include: manufacturers’ own wholesale branches, direct 
sales to retailers, and sales to household consumers. In the furniture 
industry, for example, 3-2 per cent. of sales in 1929 were made through 
manufacturers’ own wholesale branches, 52-3 per cent. directly to retailers, 
and 2-6 per cent. to household consumers. These outlets account for 58 
per cent. of the industry’s total sales. 

In Fig. 15 we have plotted the aggregate percentage of manufacturers’ 
sales through the designated outlets against the A/P ratios for the sampled 
industries accounted for. The sales data are available for 58 of our 69 
sampled industries. The distribution of A/P ratios with respect to per- 
centage of sales through outlets requiring the manufacturers’ own selling 
personnel, accounted for as ‘salaried personnel’, shows no regular relation- 
ship. There is thus no apparent correlation between administrative over- 
head and the proportion of direct selling done by the manufacturers’ own 
staff. 


Net Sales. Another index of activity by the firm is afforded by the data 
on net sales. These data for manufacturing industries were from the com- 
pilations of the Securities and Exchange Commission. 

The distributions of firms within industries were comparable to the type 
of distribution found in the chart relating administrative overhead and 
total assets. The larger firms, as a group, appeared in the lower range of 
values on the Y-axis which represented, in per cent., the A/P expense 
ratio. The smaller firms occupied a wider range of values along the Y-axis, 
so that, as a group, their average administrative overhead value was 
greater than that of the largest group of firms. At the same time many 
of the smaller firms had low administrative expenditures and occupied a 
position on the Y-axis comparable to many of the larger firms. 


Age of the Firm. It has been suggested that the magnitude of administra- 
tive outlays may be related to the age of firms and industries. Firms that 
are old in years are presumed to be inflexible, relatively, with respect to 
administration practices, are rooted in set ways, and do not show the 
readiness for adjustment that is more typical of progressive managements 
unburdened by a weight of tradition. Data on age were taken from the 
records of the Securities and Exchange Commission’s Survey of American 
Listed Corporations. It was apparent from these data that there was no 
clear relationship between administrative overhead and the age of firms. 


Mechanization. High administration outlays have been said to be asso- 
ciated with intensity of mechanization. In Fig. 16 we show the relation- 
ship between average horse-power per wage-earner and the magnitude of 
administrative overhead for each of our sampled data. The comparison 
of administrative overhead and horse-power per wage-earner portrays the 
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possible relationship between the relative degree of mechanization of an 
industry and its average A/P ratio. The distribution of industries appears 
to be similar to the several charts showing the relation of A/P and difference 
in size. 

Technicians. The employment of technicians has been suggested as an 
important cause of differential size of salaried personnel staffs. They are 
engaged to carry out the details of production planning and organizing, 
industrial research, and the design of productional technologies. The 
Census of Manufactures personnel categories are so defined as to result 
in the reporting of this class of personnel under the salaried group. They 
are therefore included in our count of administration personnel. 

From the 1930 Census of Population reports we abstracted the total 
technician personnel for eighteen listed industries.* The average ratio of 
technicians to total production personnel for these industries was 1-9 per 
cent. When this ratio was contrasted with the total administration to 
production ratio of the comparable industries of that year it was evident 
that, in the main, the technician personnel were a small part of the total 
administration staffs. For our sampled industries the technician staffs 
loomed large only in ‘Electrical machinery’, ‘Glass’, ‘Paper and pulp’, 
‘Ship and boat building’, ‘Soap’, and ‘Steel works and rolling mills, in- 
cluding blast furnaces’. The highest ratio of technicians to total produc- 
tion staff was 8 per cent. in petroleum refining followed by 6 per cent. 
in electrical machinery. For the others the relationship was appreciably 
less. 


Product Type. It may be suggested that characteristics of the product 
may have a bearing upon the relative magnitude of administrative over- 
head. In Bliss’s inquiry on The Structure of Manufacturing Production,” 
analysing the data for 1929 in particular, a measure was made comparing 
capital goods and consumption goods industry which is relevant to this 
study. Bliss took the ratio of salaried personnel to wage-earners of 326 
manufacturing industries, classifying them as consumption goods in- 
dustries (254) and capital goods industries (72). For these two arrays of 
industries Bliss computed the median values of the ratio of salaried per- 
sonnel to wage earners. For consumption goods the median was 17-2 per 
cent., practically identical with that of the capital goods industry of 17-3 
per cent. Apparently type of product is not a differentiating factor in 
relation to administrative overhead. 


* The industry classifications of the Census of Manufactures and Census of Population 
are not strictly comparable. See Fabricant, 8., ‘The Changing Industrial Distribution of 
Gainful Workers: Some Comments on the Decennial Statistics, 1820-1940’, appearing in 
Studies in National Income and Wealth, vol. xi, National Bureau of Economic Research, 
New York, 1949. 
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8. Summary of Findings. Differences in magnitude of administrative 
overhead at one time appear to be independent of all the variables tested, 
except size. For all the indices of size the distribution of the plotted 
points took the general form of decreasing average A/P with increasing 
size. The variation around the mean values, however, is greatest for the 
small size units, then diminishes with increasing size. This pattern is all 
the more impressive since comparable results are obtained regardless of 
the index of size used. (For firms grouped by industry: number of P 
personnel ; total assets; average number of wage-earners per establish- 
ment; average value added by manufacture per establishment. For indi- 
vidual firms: net sales; total assets.) The apparent similarity of the 
distribution relating A/P with degree of mechanization (average horse- 
power per wage-earner) is consistent with these findings, for mechaniza- 
tion has generally correlated with size difference, larger plants using, on 
the average, more machinery per wage-earner. 

It therefore seems reasonable to infer that size per se is, on the average, 
a differentiating factor in administrative overhead. 

The magnitude of administrative overhead does not appear to be 
systematically related to the following factors: corporate organization ; 
multi-plant firms; concentration ; profitability ; pricing practices; selling 
effort ; age of firm ; employment of technicians ; product type. 

In our introduction to Part II we compared the measures of administra- 
tive overhead based upon the data of the Census of Manufactures and of 
the Securities and Exchange Commission. In many of the charts of this 
chapter we have utilized census data in the attempt to discover possible 
correlations between administrative overhead as measured in personnel 
terms and various characteristics of industries and firms. 

What is the relation between these distributions based upon the data 
of the census and the distribution that would occur if the scale of the Y- 
axis represented a ratio of dollar expenditures for administration divided 
by dollar expenditures for production purposes? Would we obtain rather 
different distributions in our charts if the data were cast in such terms ? 

A review of Fig. 7 of this part will show that special markings have 
been inserted in the plotted circles of the sampled industries. A horizontal 
line is drawn through those industry points whose ratio of administrative 
overhead would be lower in dollar terms than the present A/P ratio in 
terms of personnel. A vertical line appears in the plots of those industries 
whose ratio in dollar units would be greater than in personnel terms. From 
Fig. 7 it is apparent that no major relationships have been obscured by 
the use of census data that would have appeared had it been possible to 
use financial data throughout for the measurement of administrative over- 
head. Indeed, correctness of our measure of administrative overhead, 
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based upon census personnel data, is confirmed by the similarity of results 
obtained by the use of both methods. (Similar tests were made on the 
other charts showing variation in size.) Our previous statement of con- 
clusions is thereby given added force. 

Having established the trend in administrative overhead from 1899 to 
1947, we explored the variations in A/P at single times and found that 
size per se was a differentiating factor. We will next turn to the problems 
of discovering the determinants of change in administrative overhead over 
time. 


Part IV 


VARIATION IN ADMINISTRATIVE OVERHEAD: 
DETERMINANTS OF CHANGE-OVER TIME 


The changes in the administrative overhead must now receive further 
attention. How can we account for the changes in administrative over- 
head that occurred from 1899 to 1937? What are the factors operat- 
ing over time which give rise to manifestly increasing administrative 
expenditures ? 

We know that the period being examined, 1899-1937, was charac- 
terized by many changes in the economic environment. Which of these 
changes are related to changes in administrative overhead? The changes 
that occurred in administrative overhead were not uniform over the period 
1899-1937. They differed among industries. Therefore the problem be- 
comes one of comparing the degree of change in administrative overhead 
with the degree of change in possible associated factors. For example: 
Does the degree of change in administrative overhead correlate with degree 
of change in size of plant ? 

The degree of change in administrative overhead is the percentage of 
change in the A/P ratio from 1899 to 1937. If the ratio was 10-0 per cent. 
in 1899 and 15-0 per cent. in 1937, the degree of change was plus 50-0 
per cent. In a comparable manner the degree of change in suggested 
independent variables is computed as the percentage of change from the 
1899 to the 1937 magnitude of the variable. The charts following show 
degree of change in administrative overhead on the Y-axis and degree of 
change in independent variables on the X-axis. 

One of the significant developments in modern business history is the 
tremendous growth in size of industries and of industrial plants. As dis- 
tinguished from the previous section in which we inquired as to whether 
large-sized industry per se requires a systematically larger or smaller ad- 
ministrative outlay than small-sized industry, here we inquire into the 
underlying dynamics of the business process and ask whether the factors 








2 





A gt 





eee 


a emsnrr 








rr © oO 


~- 2 fF &© &§ & 4 corel ark <b EE <b 


~a Ae Pe et 6 








the 
on- 


nat 
ms 
ver 





—- 











A A _ aay -_—_—— 





SEYMOUR MELMAN 77 


giving rise to the increase in size were associated with the growth of 
administrative overhead. This may be explored by examining the degree 
of change-over time in administrative overhead of each industry in relation 
to the degree of change in the size of the industry. 


1. Change in Volume of Physical Output. We approach the possible 
relationship between change in administrative overhead and change in size 
of firm and industry by first comparing change in industry A/P ratios 
with change in the volume of physical output 1899-1937. These data on 
change in physical output available, for twenty-five of our sampled in- 
dustries, are drawn from Fabricant’s computation. The distribution in 
Fig. 17 does not reveal a clear relationship in the degrees of change 
between physical output of industries and administrative overhead. 


2. Change in Size of Industry (Production Personnel). The abso- 
lute number of direct’ labour employees is often taken as a measure of the 
relative size of an industry. We therefore compare in Fig. 18 the relation- 
ship between percentage change in administrative overhead with per- 
centage change in the number of production personnel. These data include 
all our sampled industries from 1899 to 1937. The great concentration of 
plotted points on the left end of the X-axis characterizes this distribution, 
though it may be noted that the industries showing very large percentage 
increases in production personnel (over 600 per cent.) appear in the lower 
range of percentage changes in administrative overhead personnel. The 
industry plotted at the extreme right of the graph of production personnel 
increase, falling far beyond the scale on the X-axis, is the motor vehicles 
industry. : 

3. Change in Size of Plant. For each of the sampled group of 
industries we can compute a measure of the average size of plant in terms of 
persons employed or value added by manufacture, by dividing the number 
of employees or total value added by the number of establishments (manu- 
facturing plants). The average figures so obtained are representative of 
the size of the plant of the individual industries and vary appreciably 
among industries. The degree of change in these measures of average size 
of plant is obtained by computing the percentage change in, for example, 
average value added per establishment in 1899, with the comparable datum 
in 1937. 

Fig. 19 shows the relation between degree of change in average value 
added per establishment compared with degree of change in average ad- 
ministration overhead for each of the sampled industries. The general 
shape of the distribution is similar to that of Fig. 18. The industries 
grouped along the lower range of percentage changes on the X-axis show 
a wide variation in the accompanying degree of change in administration 
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overhead. On the other hand, the few industries with extraordinary 
increases in average value added per establishment appear to have ex- 
perienced, as a group, a low average degree of increase in administrative 
overhead. 

A similar relationship among the sampled industries appears in Fig. 20, 
which compares change in average number of wage-earners per establish- 
ment, 1899-1937, with change in administrative personnel for each of the 
sampled industries. Here again the few industries showing the very largest 
increases in average number of wage-earners per establishment are, as a 
group, low on the scale of increase in administrative overhead. Of the 
three industries appearing at the extreme right of the X-axis two under- 
went a change in size twice as large as the next largest group, while the 
industry with the very largest percentage increase in average wage-earners 
per establishment (motor vehicles) is more than twice again as far along 
the X-axis as the nearest two. 


4, Change in Output by Corporations. Increase in the use of a cor- 
porate form of business organization is held to be a cause of large administra- 
tion outlays. In accordance with this hypothesis we would be led to expect 
a differential increase in administrative overhead as a function of increased 
degree of corporate organization. The decennial censuses of manufactures 
report on the type of prevailing business organization and the value 
product produced by the establishments so organized. We therefore com- 
pare in Fig. 21 percentage change in the proportion of total industry value 
product by corporations from 1899 to 1929 against percentage changes 
in administrative overhead of the sampled industries over the same period. 

The industries which show very large degrees of change in the use of 
the corporate form appear low on the Y-axis scale of percentage change 
in administrative personnel. Still th- relatively low Y-axis values for 
these industries are matched by a larger number of industries which 
showed but little change in the degree of utilization of corporate organiza- 
tion. The distribution appears to be comparable with those portraying 
changes in size. 


5. Changes in Concentration. Increased concentration of control has 
also been held to be a major factor in the growth of administration staffs. 
Let it be assumed that this is a cause of differential increase in the A/P 
ratio. In Fig. 22 percentage changes in administrative personnel from 
1909 to 1937 are plotted in relation to changes in an index of concentra- 
tion from 1914 to 1937. The index of concentration reflects the change 
in the number of establishments of each industry, accounting for 50 per 
cent. of the value product. These indices were computed for T.N.E.C. 
Monograph No. 27, Structure of Industry, pp. 54 f. 
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A degree of distortion in the configuration of plotted points may arise 
from the difference in periods of the two sets of data; percentage change 
in administrative overhead based upon change from 1909, and index of 
concentration changes based upon the condition as of 1914. We take 
comfort, however, in the likelihood that the distortion is not of large 
magnitude since the period 1909 to 1914 was not one of spectacular change 
in the matter of industrial concentration. Fig. 22 does not evidence a 
regular relationship between changes in concentration, so measured, and 
changes in average administration overhead personnel of the sampled 
industries. 

6. Change in Operating Characteristics. The operating characteris- 
tics, changes in which are compared with changes in administrative overhead, 
include: change in productivity per wage-earner, change in mechanization, 
increased employment of technicians, economic age of the industry. 

(a) A crucial consideration in possibly accounting for change in the ratio 
of administration to production personnel is the increase in productivity 
of the production employees. Such an increase in productivity would be 
reflected in a rise in the A/P ratio (due to relative diminution of the 
denominator). In Fig. 23 we have plotted the relation between change in 
number of wage-earners per unit of physical output (1899-1937) on the 
X-axis, and percentage change in the A/P ratio (1899-1937) on the Y-axis. 
The data on change in 24 of our 69 sampled industries are drawn from 
Fabricant’s Employment in Manufacturing Industries, 1899-1939. 

If increases in productivity were associated with relative increase in 
A/P, then those industries with the greatest diminution in wage-earners 
per unit of physical output would show the largest increases in A/P ratios. 
However, the plotted points suggest no such relationship. 

(b) Closely related to employee productivity is the measure of mechaniza- 
tion in terms of installed horse-power per wage-earner data reported in the 
Census of Manufactures’ decennial censuses. We may therefore compare 
the data of 1899 and 1929. In Fig. 24 we present the relationship between 
percentage change in average installed horse-power per wage-earner, in 
the plants of the sampled industries, and the changes that occurred in 
administrative overhead. The array of plotted points in Fig. 24 does not 
suggest a regular relationship between the changes in the variables.* 

* In Part III we noted that the degree of mechanization (horse-power per wage-earner) 
and A/P ratios seemed to be associated in much the same pattern as A/P and size. Why, 
then, does not a chart portraying change in mechanization show a similar relation with 
those presenting change in size ? This may be due to the trend towards heavily mechanized 
small plants in many industries, made possible by the development of technologies that 
facilitate decentralization of physical plants: electric motor-powered machines; motor 
truck transport, &c. Cf. the discussion of decentralizing technics in L. Mumford’s Technics 


and Civilization, ch. 5, and J. Blair, ‘Technology and Size’, Proceedings of the American 
Economic Association, 1948. 
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(c) Increased employment of technician personnel has also been declared 
an important factor in the increased number of administration employees 
(cf. the data of Part III on technicians). Comparison of the ratio Tech- 
nicians: Production personnel, with the ratio Administration: Production 
personnel of each industry, indicates that the technicians form but a 
fractional part of the administration group. 

Let us remove the technicians’ percentage of the total A/P for 1937 
assuming that they were classified in our administration personnel com- 
ponents. We will further assume that there were no technicians empioyed 
in 1899. Then, on the average, the reduction of the 1937 aggregate A/P 
ratio for the sampled industries would be of the magnitude of 2 per cent. 
If we assume that technicians were also employed in 1899 (draughtsmen, 
chemists, and mechanical engineers, &c.) the effect would be even to lessen 
the increment of the administrative overhead increase imputed to the 
addition of the technician occupations to the administration personnel in 
manufacturing. 

These data lead us to deny the hypothesis that the addition of technician 
personnel to administration staffs is responsible for the measured rise in 
administrative overhead in manufacturing. The technician occupations 
form but a minor part of the observed administration increase. 

(d) The relation of magnitude of the administration overhead to chrono- 
logical age of firm, which we analysed in Part III, may not be as significant 
@ measure as economic age of the industry. The problem we pose here is 
the existence of a possible relationship between change in administrative 
overhead of an industry and its position in the course of industrial growth 
and decline. 

It has been demonstrated by Fabricant that in the long run the outputs 
of manufacturing industries first increase, gradually level off, then decline. 
From Fabricant’s Employment in Manufacturing, 1899-1937, we obtained 
for sixteen of our sampled industries the peak year of physical output and 
the veak year of wage-earner employment. With these data we could test 
for the existence of relationship between observed changes in administra- 
tive overhead and the economic age of manufacturing industries. These 
peak-year data provide a means for comparing changes in administrative 
overhead (A/P) over comparable economic periods in the history of different 
industries. 

We set up two relevant hypotheses. If there is a relationship between 
economic age of the industry as indexed by its output peak, and the change 
in administrative overhead, we should find that the A/P ratio for the 
industry should increase for those industries in which the peak year 
of wage-earner employment precedes the peak year of physical output. 
By hypothesis, there should occur a decrease in the A/P ratio in the 
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intervening period between the peak of employment and the following peak 
in physical output. Under such conditions the number of production em- 
ployees declines while business activity increases. The denominator of 
the A/P ratio is decreased while expanding production requires equal or 
even éxpanded administration personnel. 
_ For fourteen industries the peak year of employment preceded the peak 
year of output. We found that the behaviour of six industries conformed 
to this hypothesis, the A/P ratios decreased ; while eight behaved contrari- 
wise, the A/P ratios increased. From these data there appeared to be no 
regular effect on change in administrative overhead resulting from a peak 
of industry wage-earner employment, preceding a peak in physical out- 
put. The inverse of this hypothesis is that a decrease in administrative 
overhead should occur for those industries, and during the period, in which 
the peak of output leads the peak in employment. None of the sampled 
industries conformed to this hypothesis, while two showed an increase in 
administrative overhead, contrary to hypothesis. 

Economic age, as indexed by peak physical output of an industry, does 
not appear to be related to the changes that subsequently occur in ad- 
ministrative overhead. 


7. Miscellaneous Qualitative Factors. Several possible causal fac- 
tors underlying the increase in administrative overhead remain to be con- 
sidered. Tax laws, conspicuous consumption by business administrators, 
and bureaucratic behaviour have been suggested as important elements 
in accounting for the striking rise of administration staffs in the manu- 
facturing industries. 

It has been suggested that business men, particularly during prosperous 
years, are prone to add new administration outlays since these outlays 
are not subject to taxation and may well result in added business for the 
firm. There is nothing in the nature of administration outlays, however, 
which should make these functions a preferred area of expenditure over 
outlays for directly productional purposes. On the contrary, there is an 
a priori basis for suspecting that production purposes would be preferred 
as points of non-capitalized expenditures under such circumstances, due 
to the greater predictability of material outcomes from productional out- 
lays. 

The personnel chief of a large firm advised the writer at one time that 
departmental chiefs attempt to secure increases in the numbers of their 
subordinate personnel. Such increases comprise a conspicuous measure 
of relative importance of a department and hence of its chief. Reporting 
on the German experience in these matters, Dreyfuss'* observes that ‘a 
multitude of departments and gradations strengthens the self respect of 
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the employer and his ambition to be the head of an organization’. Assum- 
ing this to be valid, the problem remains: Why have the personnel of 
administration increased more than the production personnel ? 

Administration staffs include that class of personnel particularly devoted 
to building goodwill among customers. The employment of expensive 
salesmen for this purpose and the expenditures of substantial sums for 
entertainment and the like are forms of advertising, and are probably 
subject to the same cumulatively increasing norm of what constitutes 
necessary expenditures. Expenditures for office equipment and furnish- 
ings frequently emphasize the worth attached to this type of appearance. 

Even granting the prevalence of these types of behaviour, it does not 
serve as an explanation of why conspicuous display takes this particular 
direction. Model factories can also serve as devices for competitive dis- 
play. Neither do such considerations explain the apparent differentiation 
between large and small firms with respect to administration outlays. 
Elaborate offices may be classified under the heading of conspicuous con- 
sumption, but pleasant workplaces and well-arranged floor space contribute 
to the efficiency of the work performed. If it were possible to measure 
productivity of administration personnel we might have more data on this 
subject. In the absence of such data we can only say that conspicuous 
display forms an inconclusive reason for the enlargement of administration 
personnel and expenditures. 

Bureaucracy as such is frequently regarded not only as a result of large- 
scale business operation but as a further cause in itself of expansion in ad- 
ministration. In the tradition of Max Weber," bureaucracy is a disciplined 
organization devoted to an impersonal end, and involves ‘specialization 
in terms of clearly differentiated functions, divided according to technical 
criteria, with a corresponding division of authority hierarchically organized 
leading up to a central organ. ... The role of each participant is conceived 
as an “‘office” where he acts by virtue of the authority vested in the office 
and not of his personal influence. . . .’ 

Some business executives bemoan the difficulty of making changes in 
their management routines due to what they regard as unwieldy size of 
their organization. They seemingly confirm the prognosis that large size 
of business organizations gives rise to a bureaucratic drift. Some of the 
writers in public administration take a serious view of what they regard 
as a limit ‘beyond which human ability and intelligence is no longer able 
to direct the complex operations of a huge administrative machine’. 
Beyond this point a ‘law of diminishing managerial returns’ manifests 
itself in bureaucratic inefficiencies.” 

Other writers emphasize: the unwieldy bodies of regulations to which 
blind obedience must be given, to the detriment of ultimate objectives ;1* 
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‘the artificial differentiation of the rank order, which far exceeds the 
gradation warranted by the technical requirements of an establishment’ ;1 
the promotion of ‘individuals who do not cause friction in the establish- 
ment. The upholding of discipline becomes an end in itself . . .’ ;2° ‘the 
difficulty, inherent in the bureaucratic machine, of reconciling individual 
initiative with the mechanics of its working . . . this need not be so... 
but it is difficult to avoid and there is no simple recipe for doing so’ ;?4 
the lack of coordination and working at cross purposes ; also the lack of 
good morale in bureaucratic organizations.” 

An altogether different view of administrative behaviour is taken by 
other students of modern business organization. Rules and regulations 
have the usefulness of ensuring predictability of performance of administra- 
tion personnel under recurring conditions of business operation. What is 
caustically derided as ‘buck passing’ merely means referring a problem 
to the proper person.* Impersonality has been ascribed as a characteristic 
peculiar to administrations of large size. It is nevertheless true that this 
characteristic is not exclusive to such administrations. Impersonality may 
also mean dispassionate analysis, appraisal apart from the weight of per- 
sonal preferences. Impersonality, in this sense, is frequently a desirable 
trait, as in the work of teachers grading examination papers of their 
students. 

More important than this type of argumentation pro and con is probably 
the type of evidence which we have presented as to the relationship 
between relative administration outlays and the size of firms and pro- 
duction units. The evidence there does not suggest that larger firms and 
units are at a disadvantage. 


8. Summary of Findings 


Large increases in average size correspond with relatively small increases 
in administrative overhead. This result appears in all our charts relating 
change in administrative overhead with change in size, regardless of the 
criterion used as a measure of size (average number of wage-earners per 
establishment, average value added per establishment, physical output of 
the industry, number of wage-earners in the industry). Just how this 
relates to the findings of Part III on lower average A/P for large units 
remains to be established. We also found that change in incorporation 
showed a distribution similar to change in size. The change in size factor 
is probably the crucial element here, to which incorporation change is an 
accompanying characteristic. In effect, then, Fig. 21 on change in degree 
of incorporation relates change in A/P with factors similar to those opera- 
tive in the data of Figs. 17-20 on change in size. 

None of the other aspects of business operation, whose change we 
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compared with change in administrative overhead, appears to be selectively 
related to the growth of this overhead. The underlying dynamics of change 
in administrative overhead are apparently not related systematically with 
change in concentration of output ; wage-earner productivity ; mechaniza- 
tion ; employment of technicians. Neither does there seem to be a relation 
with economic age of an industry. 

This is all the more interesting since there is clearly an overall, persistent 
growth in administrative overhead over time. 


Part V 


SIMILARITIES IN THE CHANGE OF ADMINISTRATIVE 
OVERHEAD 


In Part III we examined the data on variation among industries and 
firms at a given time with respect to the magnitude of administrative 
overhead. Part IV compared variation in degree of change in administra- 
tive overhead with degree of change in a series of presumed causal factors. 

In the main, this search for relationships, stressing differences in A/P, 
did not yield findings in support of the prevailing explanations set forth 
in Part I. We did find, however, that larger units, as a group, had lower 
administrative overhead. Furthermore, greatest size increase was asso- 
ciated with least administrative overhead increase. The magnitudes of 
administrative overhead appeared to be independent of the other variables 
tested. 

We therefore take another direction in our search for explanations of 
the observed magnitudes of administrative overhead. In what respects 
are there similarities among industries and firms with respect to changes 
in these outlays ? 


Between 1899 and 1937 the sampled industries increased their adminis- 
trative overhead outlays by varying amounts. At the same time, the large 
increments of administrative personnel did not occur in such a way as 
to alter seriously, over time, the distribution of industries when ranged 
according to the magnitude of their administrative overhead. The com- 
parison of this distribution for 1899 and 1937 appears in Fig. 3. 

In order to examine the behaviour underlying the maintenance of this 
orderly pattern we have arranged in Fig. 25 the data showing the changes 
in the administration and the production personnel of the sampled in- 
dustries since 1899, 

The solid vertical lines for each industry depict the degree of change 
in administration personnel, in percentages, from 1899 to 1937. These 
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percentages are read from the scale at the left. This is the same scale for 
reading percentage changes in production personnel shown for each in- 
dustry by a broken vertical line. The sampled industries are arranged 
along the X-axis, according to whether their administration staffs in- 
creased or decreased in respect to production personnel. Those industries 
with declining ratios (A/P) appear to the left of the heavy vertical line, 
the others are to the right. 

For each industry the degree of change in administration personnel 
divided by the degree of change in production personnel shows the accelera- 
tion of change in administration with respect to production outlays. This 
difference, in percentages between the degree of change in administration 
and the degree of change in production, is shown for each industry by the 
height of the fine line that passes through its vertical columns. The scale 
of relative acceleration, in per cent., appears at the right of the chart. 

It is now clear that the industries have been ranged along the horizontal 
axis according to the increasing acceleration of change in administration 
personnel with respect to the production force. In the case of the industries 
with declining overhead outlays, at the left of the chart, increasing decline 
is shown from right to left. 

Only at the extreme right end of the X-axis does this line of relative 
acceleration slope upward steeply. The industries which grew heavily in 
numbers of employees during the period reviewed—petroleum, steel, motor 
vehicles, electrical machinery—are found along the X-axis well before the 
steep upward rise in slope of the relative acceleration of administration 
overhead change with respect to production change. 

This position of the growing industries relative to the others suggests 
that their growth did not have the effect of altering drastically the rather 
concentrated distribution of industries with respect to their administra- 
tive overheads as shown in Fig. 3. 

There appears to have been considerable homogeneity among manu- 
facturing firms with respect to the increase in administration relative to 
production outlays. We will make an explicit test of this hypothesis below. 


1. The Growing Industries. Much of the increase in output of manu- 
facturing industries, and of total personnel employed, is due to the large, 
growing industries which have expanded since the turn of the century. 
It is of interest, therefore, to inquire into the effect of these industries 
on the administrative overhead of all manufacturing. This is done by 
abstracting from the administration and production personnel aggregates 
for total manufacturing, in each census year, the data for motor vehicles, 
petroleum refining, electrical machinery, and steel. These industries are 
selected as representative of the industries that expanded since 1899. 
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In the following data we show the numbers of administration and 
production personnel employed in these industries, as percentages of these 
classes of personnel in all manufacturing industries at the given dates. 








Percentage of all | Percentage of all 

administration production 

personnel personnel 
1899 3-5 6-1 
1909 5-9 6-7 
1923 12-0 11-7 
1929 12-7 12-5 
1937 13-2 12-1 











The following data show the A/P ratios for all manufacturing, and the 
same ratios with these expanding industries’ data excluded. 








A/P total 
manufacturing 
A/P total without expanding 

manufacturing industries 
1899 9-9 10-2 
1909 13-9 13-9 
1923 16-3 16-3 
1929 18-5 18-5 
1937 18-2 18-0 











It is evident from the above that the growing industries characterized 
by intense mechanization and other attributes of modern manufacturing 
did not have the effect of skewing the ratio for all manufacturing despite 
the fact that the portion of employment due to these industries grew from 
3-5 per cent. of total administration personnel in 1899 to 13-2 per cent. 
in 1937. At the same time the portion of total production personnel due 
to these industries doubled, from 6 per cent. to 12 per cent. 

We may conclude from this that the dramatic rise of the new industries 
as represented by the four we have dealt with here does not account for 
the direction of change which occurred in the A/P ratio of all manufac- 
turing. Apparently the same forces which operated to increase the A/P 
ratios of these growing industries were operative in the other manufactur- 
ing industries as well. The trend of administrative overhead appears to 
be independent of the changing industrial composition of manufacturing, 
as indexed by the expanded importance of the growing industries. 


2. Homogeneity among Industries, 1899-1937. For the distribu- 
tion of A/P ratios of our sampled industries in each year we have computed 
the coefficient of variation as a measure of degree of variability. For this 
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computation we utilized the mean of A/P values for each industry, weight- 
ing each ratio equally. From these data we obtain the mean deviation of 
the A/P ratios from their average value, and the coefficient of variation 





computed as Mean Deviation 
Mean 
The coefficients of variation are: 
eg eee ar 
1909 ‘ . 47-4 1937 ‘ ‘ 47:0 
1923 i ‘ 41-8 


Apparently the degree of variability among industries with respect to 
administrative overhead declined persistently until 1929. By 1937 the 
trend reversed. A clue to the possible meaning of the increased variability 
of administrative overhead in 1937 as compared with 1929 is found in 
the fact that the administrative overhead of the large industries group 
and of the sample industries increased while the ratio of administration 
to production personnel decreased for all manufacturing. 

This may be due to a deficiency in the data for 1937. Another possi- 
bility is the occurrence of a differentiation among manufacturing industries 
and firms with respect to their response to the depression and New Deal 
experience. 

The nature of the distribution of A/P ratios over time is further illumi- 
nated by consideration of the coefficient of rank correlation for the A/P 
values of the sampled industries between the peak years of business activity 
under review. In the following data we present the years compared and 
the coefficient of rank correlation for the A/P values of the sampled 
industries in those years. 


1899-1909 . . 0-86 1929-37 . ° ° 0-92 
1909-23 . ° : 0-87 1899-1937 . : 0-69 
1923-29 . . . 0-88 


When the sampled industries were ranked from smallest to largest A/P 
ratio in each year, then compared for changes in rank, we obtained the 
indicated correlation coefficients. If the rank of the A/P values had been 
the same in 1909 as in 1899 the coefficient would have been 1-00. The 
coefficients obtained therefore reflect the degree of similarity between the 
rank of the sampled industries with respect to administrative overhead 
at the relevant census years. 

It is striking that coefficients remain high and tend to increase. This 
suggests that over the period reviewed the tendency was towards main- 
taining or increasing the rigidity of the rank of industries with respect to 
their magnitudes of administrative overhead. 
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When our sampled industries are arranged in order of the magnitude 
of administrative overhead, they may be viewed moving, as a group, to 
higher overhead while largely retaining their rank order (coefficient of rank 
correlation). At the same time the degree of variation does not alter greatly 
in the long run (coefficient of variation). 


3. Large and Small Industries and Firms. Another view of relative 
homogeneity of change in A/P ratios is afforded by comparison of a group 
of large industries with the total number of our sample and with all manu- 
facturing. The large industries for these observations were selected on the 
basis of those employing 50,000 or more in 1937. Included are seventeen 
industries: agricultural implements, boots and shoes, paper, boxes, canned 
fruits and vegetables, cigars and cigarettes, cotton goods, electrical ma- 
chinery, furniture, glass, meat packing, motor vehicles, paper and pulp, 
petroleum refining, printing and publishing, ship and boat building, steel, 
and woollen goods. 

As a group these industries are characterized by relatively large estab- 
lishments and firms. Included are industries which grew mainly after 
1899, as well as industries that were already large in 1899. In 1937 these 
industries accounted for 438,000 administration employees and 2,800,000 
production employees. These comprised an appreciable proportion of the 
1,500,000 administration employees in total manufacturing, and the total 
of 8,600,000 production personnel in all manufactures. 

Fig. 26 shows the relationship over time between: the A/P ratios of 
this group of selected large industries ; the sampled industries group which 
includes the.selected large industries ; and the A/P ratios of total manu- 
facturing. 

Several relationships are apparent. The A/P ratios of all these groups 
increased at about the same rate from 1899 to 1937. At each census year, 
however, the group of large industries shows a lower administrative over- 
head than that of total manufacturing. This is consistent with our previous 
findings on the lower average A/P of large units. The roughly parallel 
lines of Fig. 26 also reflect the previous measures of homogeneous change 
in A/P ratios which we made for our sampled industries. We can now 
explain the lower ratio of the sampled industries group, compared with 
total manufacturing, that first appeared in Part II. This is evidently due 
to the presence within the sampled industries of the group of large 
industries which have been segregated out here. 
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Part VI 
CONCLUSIONS 


Without apparent design or announced intent, the business men charged 
with administering the manufacturing firms of the United States have 
devoted increasing resources to administration functions of their firms 
since the turn of the twentieth century. 

During the period reviewed, 1899-1947, both the administration and 
production personnel in American manufacturing grew in number. At the 
same time the administration personnel per hundred of the production 
staff increased from an average of 9-9 to 22-2. 

This trend in the rise of administrative overhead is partly obscured by 
the original census aggregates of industries’ data due to the separate 
presentation of central office staffs in 1929 and in 1937, and of the non- 
factory personnel in 1937. The observation of the rise in administrative 
overhead for manufacturing industries was made possible by our additions 
to and rearrangement of the original census data. 

The trend in administrative overhead appears to be independent of 
many factors that otherwise differentiate industries and firms. This is the 
affirmative meaning of the various negative correlations observed in Part 
IV, where relationships were examined over time between changes in 
administrative overhead and changes in presumably related variables. 

The role of government controls in causing additions to administrative 
overhead appears to fit into this pattern. We do not know the percentage 
of administration man-hours devoted to fulfilling government require- 
ments. It is evident, however, that complying with government controls 
and tax laws has affected virtually all manufacturing firms. However, 
the rising trend of administrative overhead was evident well before the 
institution of federal income taxation in 1914. 

Over the period reviewed the industries, and by inference the grouped 
firms, of Fig. 26 tended to increase their administrative overhead at similar 
rates, as reflected by the rather parallel lines of increasing A/P ratios. 
The similarity among industries in the change of administrative overhead 
is further mirrored in the degree of variability among industries at each 
census year which did not increase despite the growing importance of the 
group of new, expanding industries. Moreover, the rank of industries 
according to the magnitude of their A/P ratios was impressively retained, 
as indicated by the coefficients of rank correlation in Part V. 

The similarity of change in administrative overhead, coupled with the 
sustained advantage of the larger firms in having lower A/P ratios, are 
both reflected in the upward sloping lines of Fig. 26. 

The lower administrative overhead of the large firm group in Fig. 26 
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is consistent with the distributions of industries and of firms in our charts 
of Part III pertaining to various measurements of size. The chart relating 
administrative expenditures to firms grouped by asset size (Fig. 8) shows 
that the largest asset-size firms have a manifest advantage with respect 
to lower administrative expenditures per dollar of production expense 
than was the case for the smaller firms portrayed. When viewed indi- 
vidually, within industries, the larger firms also show a lower average 
administrative overhead compared with small firms as a group in the same 
industry. 

From the common feature of the charts on size in Part III it is evident 
that no one of these indices of size, but only their common feature, size 
itself, may be singled out as peculiarly responsible for the differential 
advantage of large units. 

Furthermore, the persistent occurrence of relatively low administrative 
overhead in association with large-size units since 1899 indicates that 
increase in size may not be held responsible for the observed trend towards 
greater administrative overhead. The direct proof of this inference is the 
finding that large increase in the size of units has been associated with a 
relatively small increment of administrative overhead (Summary of Part 
IV). The meaning of this tendency appears from an examination of Fig. 
26. Both small- and large-unit industries have tended towards parallel 
increases in administrative overhead. Unusual increase in size has meant 
relatively less increase in administrative overhead, hence moving to a 
lower level of the rising trend. 

It has been demonstrated that the rise in administrative overhead is 
a pervasive feature in manufacturing industries. How can we account for 
the manifest increase in these overhead personnel and costs ? 

In our opinion the growth of administrative overhead (A/P ratio) would 
not be explicable on the assumption that an increasing number of man- 
hours were required to administer similar business operations in 1947 as 
compared with 1899. From this premiss we would have been led to the 
conclusion that the aggregate efficiency of administrative personnel had 
declined precipitously from 1899 to 1947, with more of such employees 
required to do the same work. 

This view is not in keeping with the known mechanization and rationaliza- 
tion of office operations that has occurred during the period reviewed. 
Accounting machines, duplicators, mailing machines, systematization of 
filing, standardization of forms, improved office layout—all contributed 
to the efficiency of office operations.* The increase in administrative 


* Regrettably, data are not available on office efficiency comparable to the man-hour 
productivity data for directly productional activities. While certain large firms have begun 
to apply industrial engineering methods to their office operations, these data are as yet 
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overhead, despite these changes, forces us to rule out the assumption that 
the functions of business administration have remained essentially what 
they were at the turn of the century. 

We are thus led to the inference that the increase in administration 
personnel, and the failure of their number to decrease as a result of 
mechanization, is connected with the addition of new functions carried out 
by the administration personnel. Just as the increase in administrative 
overhead was not selectively correlated with any of the supposed causal 
factors considered in Parts III and IV, we may now infer that the increase 
in administrative functions was not selectively correlated with any of them. 

The added administrative functions which are indexed by our measures 
of increased administrative overhead evolved pervasively and at a rela- 
tively uniform rate throughout manufacturing industry. The attention of 
business men has been directed to the increase in administrative costs as 
such. This emphasis has tended to obscure the proliferation of functions, 
which becomes evident primarily upon the addition of specially designated 
persons or departments. 

Less known than the spectacular unfolding of market manipulation by 
advertising are the other changes that have occurred in the administration 
of firms. Pay-roll accounting, for example, has become a complicated 
operation as compared with the older régime of payment by the day or 
week. Under various incentive arrangements individual and group rates 
must be applied to recorded output. Bonus increments may be added or 
penalties for poor work deducted from the weekly pay-cheque. Social 
security, union, and other fees must be deducted from the computed pay 
for work done. When done by hand these operations are laborious and 
costly. Larger firms find it economical to install I.B.M. and comparable 
equipment. The computation of the pay-cheque in turn often rests upon 
detailed records of work done that must be kept by foremen or special 
recording clerks whose data are collated with other necessary information 
for pay-roll accounting. The detailed record-keeping of work done by work- 
men or work groups is in turn an outgrowth of the management effort to 
maximize and to control the range of cost that can be varied with the 
output. 

The additional administration personnel executing such functions 
comprise the bulk additions to administrative overhead which we have 
observed. The trend in the number of these employees is the more 


fragmentary. Students of productivity measurements have advised the writer that the 
measurement of the changing efficiency of administrative activities presents special prob- 
lems, such as establishing units of measurement for the results of administrative work, 
changes in the character of the work done that introduces non-comparability in sequential 
observations, simultaneous changes in several aspects of office operations, making it difficult 
to isolate presumed causal factors. 
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interesting as an index of expanding administrative functions when the 
increasing mechanization of their work is taken into account. 

The explanation of the rather homogeneous increase in the administra- 
tive type of overhead will be found, we suggest, in the growing variety 
of business activities which are being subjected to controls, both private 
and public. As administratozs have sought to lessen the uncertainty of 
their prospects, by controlling more of the factors which determine the 
advantage of their plants and firms, they have attempted to control, in 
ever greater detail, production costs, intensity of work, market demands 
for products, and other aspects of firm operation.* Following this hypo- 
thesis, the evolution of the business process towards the expansion of 
controlled areas of activity by management comprises the basis for the 
additions to administrative functions and, thereby, the enlarged adminis- 
tration personnel. } 

As we observed in Part I, many of the prevailing views on the rise of 
administrative expenditures have reflected an appraisal of this trend as 
a development specific to and substantially controllable by the individual 
firm. The unit of business management was apparently assumed to be the 
unit in terms of which the differences in administrative outlays occur, and 
may be explained, both at one time and in the process of change-over 
time. 

Our findings suggest that with respect to change-over time, measured 
in decades, administrative overhead is not a problem of the firm, for the 
increases in the A/P ratios of industries, and thereby firms, appear to be 
characterized by similarities more so than by differences. This means 
that in the long run, if the trend of 1899-1947 in the evolution of the 
business process is maintained, business men and others must assume 
increasing administrative ‘costs which are not traced to units of output, 
or do not vary with output’, and must plan accordingly. 

At given times and in the short run, however, our findings suggest a 


* The reader interested in this aspect of the problem is invited to scrutinize, as an 
example of new functions added to administration, the account of ‘Developments in Cost 
Accounting Practice in a Large Manufacturing Company during the Last Half Century’. 
This history of the proliferation of accounting functions appears as an Appendix to the 
collection of lectures by Charles A. Heiss on Accounting in the Administration of Large 
Business Enterprises. The expansion of accounting functions in manufacturing firms from 
the simple records and the limited number of reports of 1900 to the elaborate track-keeping 
and reporting routines in current practice is set forth with great clarity. 

t+ The administration personnel in manufacturing and similar man-hours in other sectors 
of the economy are overhead with respect to the output operations of productional per- 
sonnel. Therefore the administrative type of man-hours may become an increasing pro- 
portion of the labour force without diminishing per capita available output only if the 
productivity of the directly productional labour force increases sufficiently to compensate 
for the shift of man-hours to various administrative functions. 

While our data have been drawn from American industry it may be that our principal 
findings have bearing on the experience of other economies. Attention is directed to 
Table I, which reflects the rise in administrative overhead in other lands. 
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range of possible administrative overheads for any given firm. The up- 
ward sloping lines of Fig. 26 are average values of overlapping distribu- 
tions. In the charts on size relationships of Part III it is evident that 
while the larger firms, as a group, have lower administrative overhead 
than small firms, many individual small firms also occupy this advan- 
tageous position of the larger units, low on the scale of administrative 
overhead. In the short run, therefore, it appears that skill in organization 
and management can make an appreciable difference in securing lower 
administrative overhead. 

If the trend of 1899-1947 continues, the net advantage of a firm may 
therefore be secured by riding the upward trend of administrative over- 
head at a persistently lower level with respect to others. 
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Fic. 6. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
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Fic. 9. Sampled Manufacturing Industries. Relation of Ratio of Administration: 


Production Personnel, 1929, and Per Cent. of Total Industry Value Product’ by 
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Fic. 10. Sampled Manufacturing Industries. Relation of Ratio of Administra- 


tion: Production Personnel; Per Cent. of Total Industry Value Product by .Multi- 


Plant Firms, 1937. 
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Fic. 11. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
tion: Production Personnel, 1937, and Proportion of Total Industry Value Product 
by Four Largest Producers, 1935. 
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Fic. 12. Selected Manufacturing Industries (SEC). Relation of Ratio of Admin- 
istration Expense: Production Expense, and Net Profit as a Per Cent. of Sales, 1937. 
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Fic. 13. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
tion: Production Personnel, 1937, and Industry Price Ratio 1932/1929. 
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Fic. 14. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
tion: Production Personnel, 1923, and Actual Value of Output as a Per Cent. of 
Maximum Possible Output, 1923. 
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Fic. 15. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
tion: Production Personnel (Per Cent.), and Average Per Cent. of Industry Value 
Product Sold to Retailers and Household Consumers by Manufacturers’ Own Sales 

Force, 1929. 
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Fie. 16. Sampled Manufacturing Industries. Relation of Ratio of Administra- 
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Administration: Production Personnel, with Change in Volume of Physical Output, 
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THE LOCATION PROBLEM IN THE BRITISH 
STEEL INDUSTRY 


By 8. J, LANGLEY 


In May 1946 the British Iron and Steel Industry published its first five- 
year Development Plan. A second plan, which, it is clear, will involve 
‘important investment decisions, is known to be in preparation. As war- 
"time deficiencies have been made good and a certain amount of reconstruc- 
tion work has taken place, ambitious projects are probably being prepared. 
One of the most important issues to be faced is whether there should be 
an increase in the relative importance of the home ore-fields of the east 
midlands. An authoritative but perhaps somewhat exaggerated view has 
been put forward that in the central planning of the steel industry ‘the 
choice of location must be the primary consideration. If it is wise the 
other things look after themselves; if it is unwise nothing can give low 
costs.” 
_ Opinion is sharply divided on this problem. One of the detain 
Fikence of Mr. D. L. Burn’s Economic History of Steel-making is that the 
‘industry has failed to take sufficient advantage of the existence of domes- 
_ tic ore supplies and to extend steel-making capacity on the ore-fields of 
“Lincolnshire and Northamptonshire. That economic forces have not 
already led to greater expansion in these areas he attributes to inertia, 
' political pressure, and the effects of the British Iron and Steel Federation’s 
' price policies in both the product and the factor markets. This view is 
| widely held outside the industry and provided the background against 
™ which Professor Brian Tew reviewed the Development Plan in the 
oro Journal? Other commentators® have accepted this criticism, 
and the writer of this paper has himself subscribed‘ to what may be des- 
as the orthodox academic view; The Times seldom discusses the 
el industry without pointing to the ineptitude of present policies in this 
tter.§ 
The spokesmen of the industry have conceded that cost considerations 
fo on balance show some advantage to steel based on home ore,® but have 
mitted their case that other considerations obscure this advantage to 


1 D. L. Burn, ‘Recent Trends in the History of the Steel Industry’, Zconomic History 
5 p, vol. xvii, no. 2, 1947. 

_ ® September 1946. 

' * Ian Bowen, Britain’s Industrial Survival, p. 122; Brady, Crisis in Britain (University 


' of California Press), pp. 204 et seq. 

_ * “Phe Iron and Steel Act, 1949’, Zconomic Journal, June 1950. 

a 5 See, for example, the leader headed ‘War Against Waste’, The Times, 11 Dec. 1950. 
a * Report by the British Iron and Steel Federation. Cmd. 6811, p. 12. 
i 4520.2 I 
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sides, and this paper attempts to clarify the issues involved ; it concludes 
that the problem is less clear-cut than either side has admitted. 

The characteristic feature of British steel-making is its geographical 
diversity. There are nine major producing areas, but substantial supplies 
of local ore are available in only three of them, and in the case of Cleveland 
the ores are becoming increasingly difficult and expensive to win and have 
to be supplemented by supplies from abroad. In spite of this, Britain’s 
extensive ore-fields of the east midlands have attracted only four steel 
plants: three at Scunthorpe and the important basic Bessemer plant at 
Corby. These four integrated plants have a total capacity of about 2 
million tons and in 1949 produced approximately 13 per cent. of the 
country’s steel output at very low costs from local ores. As the raw materials 
used in the coastal and other midland areas have to be imported or hauled 
from the east midlands, this area appears to possess a very considerable 


natural advantage for steel-making. Mr. D. L. Burn has presented the 


figures in Table I to support his criticism of the existing locational pattern. 


Tae J? 
Raw material costs of pig iron in shillings per ton 
1937 1944 
Northamptonshire . 40-45 70-75 
Lincolnshire. - 50-55 os 
Coastal sites . - 60-70 100-105 


The advantage of the home ore-fields is to some extent reduced by the 
fact that the imported ores are richer in iron content than the domestic 
supplies. Although the smaller quantities of ore and fuel required when 
foreign ores are smelted are reflected in the table, the reduced labour and 
capital charges that result from the greater output from blast-furnaces 
of a given size when imported ores are used do not seem to be. As the 
origin of the figures is not indicated, it is legitimate to suggest that they 
may be based on the up-to-date equipment of Scunthorpe and Corby on 
the one hand, and on the older blast-furnaces of the traditional sites on the 
other, with consequent further distortion in favour of the home fields. 


1 The Economic Director of the B.I.8.F., Mr. R. M. Shone, raised the matter in. a paper 
read before the Royal Statistical Society, only to dismiss it as being too complex for a single 
paper. See Journal of the Royal Statistical Society, vol. cv, pt. 4, 1947. 

* *The Location of the British Steel Industry’, B.1.8.F. Monthly Statistical Bulletin, Nov. 
1960. 

* Constructed from the figures quoted in Mr. Burn’s article, ‘Recent Trends in the History 
of the Steel Industry’, loc. cit. 





go by default.: A recent article in the British Iron and Steel Federation | 
Statistical Bulletin on the location of the British steel industry,? however, — 
presents an official view and provides at the same time a certain amount — 
of hitherto unavailable cost data. There are strong arguments on both © 
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The information on present-day costs that has recently appeared sug- 
gests that the gap is now very much smaller. The British Iron and Steel 
Federation has calculated that pig-iron prime costs per ton in new plants 
based on home and imported ores differ by less than 20s., and that the 
difference in capital charges reduces the gap to 5s. These calculations, 
however, seem to be unduly favourable to the foreign ore plants. As 
imported ore of 55 per cent. Fe is included at 56s. per ton, it is difficult 
to see how the ore costs of a ton of iron could be less than 101s. 6d. Never- 
theless, the Federation’s calculations are based on a sum of 93s. total ore 
costs—a figure below the bare cost of the iron content if that exceeds 92 
per cent. Any ore preparation it is proposed to carry out would not appear 
to add anything to the cost of the materials treated. Costs of domestic 
ores are also difficult to understand. On the basis of an average cost of 
128.1 per ton for 30 per cent. Fe domestic ore it is not easy to see how the 
figure of 46s. total ore costs is achieved. As the Federation admits that 
costs would be appreciably less in a new plant ideally situated and ob- 
servers have attributed very much lower costs to midland ores,? this 
calculation seems to imply an unsatisfactory location or very heavy ore 
preparation costs—costs which do not appear to be included in the 
foreign ore calculations. 

As the Federation’s figures are not internally consistent, the conclusion 
that the cost difference does not exceed 5s. per ton cannot be accepted. 
In default of more detailed cost information it is impossible to establish a 
completely satisfactory alternative cost difference, but a widening of the 
ore costs gap by, say, 15s. per ton,* giving a final difference of 20s., would 
not appear to be unreasonable. Although this figure is four times higher 
than the Federation’s estimate, it is slightly less than 10 per cent. of the 
cost of pig iron,‘ and very much less significant than Mr. Burn has sug- 
gested. Indeed, in view of the steep rise that has taken place in the price 
of imported ores since 1937, the gap would now be very wide if Mr. Burn’s 
figures had not seriously exaggerated the home field’s advantage. The 
relevance to future locational decisions of even the amended Federation 
calculations is somewhat doubtful as the present relationship between the 
costs of home and imported ores is by no means immutable. Although 
both prices may continue to rise, it is reasonable to assune that domestic 
ores will become increasingly expensive as underground mining is extended ; 

1 Average for the first half of 1950. B.1.8.F. Statistical Bulletin, Nov. 1950. 

* The United Nations Report, Zuropean Steel Trends in Setting of the World Market, 
suggests ‘about 7 shillings at some of the best open-cast mines with ore of 26% Fe’: 
4 2 This modification is, of course, to some extent arbitrary but the Federation’s figures 
themselves would seem to suggest an adjustment of approximately 7s. 6d. more for foreign 


ore and the same amount less for home ore pig iron. 
* And, of course, a very much smaller proportion of the cost of finished steel products. 
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on the other hand, an increase in coal exports and an improvement in 
port facilities would substantially reduce the freights on imported ores. 
which themselves appear, since 1945, to have been imported at prices” 
considerably above those ruling in the exporting countries.1 On balancay 


the gap is more likely to narrow further than to increase. 


In spite of the home fields’ cost advantage having been exaggerated by 


Mr. Burn, it clearly exists and has led to an increasing amount of the 
country’s foundry pig iron being made there. The market for foundry 


iron is very diversified, but this has not prevented low costs from exerting 


their natural locational attraction. It thus appears that the failure of the 
home fields to attract more steel plants to places where pig iron can be 
produced most cheaply must be attributed to factors that are relevant to 
steel rather than iron making. At this stage of production the determining 
locational factors become more complex. The advantages of integration, 
and in particular of fuel economy, reinforce the attraction of areas ir 
which pig iron can be produced most cheaply, but as they are reflected 
in the Federation’s calculations they do not need further examination. 
The advantage of 20s. per ton at the pig-iron stage which the home fields 
seem to possess may be modified by the influence of at least four factors: 
scrap, transport, cost of capital investment, and social costs. 

The examination of these factors does not provide a determinate solution 
but leads to the conclusion that it may be necessary to apreal to wider 
strategic and balance-of-payment considerations for further guidance. 


(i) The scrap factor 


Plentiful scrap supplies constitute a powerful locational attraction, but 
the issue is not straightforward. Scrap can be substituted for hot or cold 
pig iron within very wide limits, but when it replaces hot metal it imposes 
extra fuel costs ; it can also be used, to a limited extent, as a raw material 
for pig iron. It arises in several different ways,* but approximately 40 
per cent. of the industry’s scrap consumption arose in 1949 within the 
steelworks themselves,’ Most of this circulating scrap comes into existence 
at the various rolling and finishing stages of production and is consequently 
greatest where the degree of integration is highest. Thus in an integrated 
steelworks substantial scrap supplies come into existence spontaneously 
and exert no locational influence. Nevertheless, the traditional areas 


retain an advantage as, except in the case of south Wales, process scrap 


* United Nations, op. cit., p. 65. The report also considers that ‘it is likely that freight 
rates will fall in the near future as a consequence of the greater availability of freighters’: 
p. 55. 

* For further details see R. M. Shone, loc. cit. 

* B.LS.F. Statistical Year Book for 1949. 
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from local industry tends to be more readily available there than in other 
parts of the country. Tho coastal sites are also favourably situated for 
supplies of imported scrap, which in 1949 amounted to 20 per cent. of the 
industry’s total consumption. 

In the past the price of scrap has been very unstable, but since 1937 the 
B.1.8.F. has pursued a policy of stabilizing prices at a very low level. It 
has been argued that this policy of maintaining ‘artificially’ low prices 
by monopsonistic purchase may exert an influence to extend pig-iron pro- 
duction in the areas of plentiful scrap supply and obscure the real-cost 
advantage of the Bessemer and Duplex processes over the open-hearth 
method.! If this view is correct, the case for development on the home 
fields may be strengthened. 

The costs of scrap are the costs of collection, transport, and preparation, 
but its market price has usually been determined by demand rather than 
supply considerations. Before the inception of the present policy its price 
closely followed the price of pig iron very much as economic theory would 
predict. This, however, led to considerable fluctuations, as pig-iron prices 
were themselves very unstable and appear to have fallen to prime costs 
during periods of excess capacity. The Federation’s policy has brought 
this uncertainty to an end by giving long-term contracts to the scrap 
suppliers at prices which at the moment amount to only 40 per cent. of 
the price of pig iron. Before the validity of Mr. Burn’s view that locational 
decisions may be distorted by this arrangement is considered, it should be 
noted that the industry has instituted a pooling scheme which has achieved 
a partial factor-price equalization. ‘To mitigate the effects of the steep 
rise in the cost of pig iron a self-balancing payment and receipt is arranged 
as between firms, based on the proportions of pig iron and scrap used in 
making ingots. This arrangement still leaves pig iron costly in relation to 
scrap, but it does go some way towards spreading over the industry the 
extreme burden of the rise in pig-iron costs.” This institutional device 
does not, of course, affect the central issue, although it may well prevent 
Mr. Burn’s distortion from arising if there is, in fact, a danger of its doing 
so. It can also, perhaps, be regarded as a recognition of the force of his 
criticism of the Federation’s price policy in the scrap market.’ 

The important question is what effect ought the availability of local 
scrap supplies to exert on investment decisions when its price is prevented 
from rising to the competitive level? If investment expenditure in the 
steel industry were determined by normal economic criteria, monopson- 
istic purchase would clearly lead to excessive investment, but as the price 


1 D. L. Burn, loc. cit., p. 99. 
2 B.LS.F. Statistical Bulletin, June 1948, p. 3. 
* The scrap/pig-iron equalization fund was, however, established before Mr, Burn’s 


criticism was published. 
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mechanism is replaced in this matter by ad hoe physical planning and _ 
strategic considerations, this difficulty does not arise. The proponents of — 


the academic view claim that the Federation’s policy obscures the real- 
cost advantage of certain areas and processes. This view seems to rest on 
a confusion which reduces much of its force. In the case of existing plants 
there is clearly an advantage in being situated near to the supply of a 
factor with a very low cost: an advantage that can be measured by the 
cost of transporting the factor to its next nearest market. Similarly the 
advantage possessed by a process that can use scrap as a raw material 
is far from artificial. The recent building of a number of open-hearth 
furnaces at the Corby basic Bessemer plant is a clear recognition of this: 
in spite of the fact that basic Bessemer steel can be made very cheaply at 
Corby, the method of production which is technically ‘less efficient in the 
case of east midland ores has been introduced to make use of the consider- 
able supplies of circulating scrap that arise in the plant and cannot be 
used in the Bessemer process. It is thus somewhat unrealistic to speak 
of the real cost advantage of the Bessemer over the open-hearth method 
of production when it cannot use’ a virtually costless raw material. It 
suggests, in fact, a confusion of economic and technical efficiency. 

When a decision to build a new plant is involved, the problem takes a 
different form. As the supply of scrap is highly inelastic, an increased 
demand for it results in less being used by other plants. Thus, although a 
new plant may use scrap in considerable quantities, the extra demands for 
material will be, from the point of view of the industry, predominantly 
demands for pig iron.? Whether a supply of local scrap affects the situa- 
tion depends on whether it is being fully used in the district or exported 
to other parts of the country. If local plants can make economical use of 
existing scrap, it exerts no locational influence whatsoever ; to the extent 
that the scrap is exported to other areas, as it is from Scotland and the 
midlands, there is a cost advantage in those areas at least to the extent of 
the transport charges involved. 

The proponents of the academic view are substantially correct when they 
say that the Federation’s scrap policy introduces a distortion into the 
structure of steel costs, although the price equalization scheme tends to 
rectify this in practice. It hides the fact that new capacity would, in fact, 
use pig iron and not scrap as a raw material wherever it was situated. On 
the other hand, the areas with surplus scrap supplies clearly retain a cost 
advantage to the extent of the cost of transporting them elsewhere. Thus 
Mr. Burn is not quite correct when he says that ‘pig-iron costs are marginal 


1 Small quantities of scrap can in fact be used in the Bessemer converter, but on a very 
limited scale. 

* There will, of course, be an addition to scrap supplies from the output of the new plant 
itself which may eventually amount to as much as 50 per cent. of the new output. 
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in an expanding steel industry and that the lowest national costs always 
result where marginal pig-iron costs are lowest’.! Providing pig-iron costs 
in areas with excessive scrap supplies do not exceed the pig-iron costs 
elsewhere by more than the cost of transporting the surplus scrap to its 
nearest market, extension of pig-iron capacity there could be justified. 


(ii) The transport factor 

Historically the weight-losing propensities of both iron and coal have 
exerted a very strong influence on the industry’s location ; whether their 
importance is as great today is less clear. During the last few decades there 
has been a noticeable reduction in the cost of transport facilities, and 
Mr. 8. R. Dennison? has written, ‘it seems true that over a large part of 
the field, transport costs of materials now have but little significance for 
location. Almost any situation would involve about the same level of 
costs as any other.’ Mr. Dennison made his generalization in regard to 
the newer expanding industries, but it is very unlikely that the tendency 
he has noticed has no relevance to the steel industry. However, it is in 
the case of subsidiary materials only that it can bear on the present 
problem, because the conflicting views assume optimum locatior.s for home 
and foreign ore plants; minimum costs of iron-ore transport are already 
reflected in the Federation’s pig-iron calculations. Thus, apart from the 
comparatively small quantities of domestic ore that are sent from the 
midlands to other areas because of their chemical qualities, the cost of 
transporting ore does not influence the problem further; the important 
consideration is the relauive costs of transporting finished steel products 
from traditional and east midland sites to their markets. The older steel 
plants are in or near to considerable steel-consuming areas and are in some 
cases very well placed for export orders, but on the other hand the indus- 
trial importance of the midlands and the London area is increasing ; the 
Federation estimates that between them they account for 34 per cent. of 
the country’s steel consumption. The ore-fields of the east midlands may 
be less remote from substantial markets than is sometimes supposed. 

Previous discussions of the transport factor do not appear to have made 
allowance for the railway companies’ method of charging. The inherited 
practice of British Railways to charge what the traffic wil! bear divorces 
freights from the marginal costs which should play their part in the deter- 
mination of locational policy. The schedule of railway charges with which 
the steel firms must concern themselves is of little use to the economist 
searching for the criteria on which to base locational decisions in the public 
interest, The steel industry itself claims that the freights on iron ore are 


1 D. L. Burn, loc. cit., p. 99. 
2 The Location of Industry and the Depressed Areas, p. 57. 
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excessive in view of the low cost of handling full and regular train loads, | 
A priori considerations suggest that the freights paid on the more expen- 
sive steel products exceed marginal costs, particularly for long hauls; to | 
the extent that this is so, the advantage of proximity to markets is - 


illusory. 

In spite of the fact that the iron and steel industry incurs very consider- 
able transport costs, estimated? by the Federation to have been £12,600,000 
in 1936 (14 per cent. of total freight receipts), it is not clear that great 
transport economies could be achieved by a search for optimum locations. 
Delivery charges seldom reach 10 per cent. of the total costs of even the 
cheaper steel products, and are not often more than 2 per cent. of the 
costs of the more expensive products.* The cost of transporting domestic 
ore is undoubtedly very much higher, although Mr. Dennison’s figures‘ 
seem excessive and would appear to reflect the method of charging rather 
than the costs involved. In any case, additional capacity in the traditional 
areas is unlikely to involve the use of large quantities of home ores in 
normal conditions. Substantial quantities of domestic ore are carried to 
other parts of the country, but at least half of this (1,800,000 tons in 1949) 
is sent from the southern to the northern part of the home fields to balance 
the excessive amount of lime in the Lincolnshire deposits, and an extension 
of steel-making capacity in Scunthorpe would increase this particular 
traffic. Although a little more than a million tons of domestic ores were 
hauled to south Wales and the industrial midlands in 1949, the real 
decision involved in deciding whether a new plant is to be built in a tradi- 
tional area or on the home fields is whether imported or domestic ores shall 
be used. This would not be true in the case of Lancashire, Sheffield, or 
the industrial midlands, but, in spite of plentiful supplies of local scrap 
and coal, large-scale expansions to crude-steel capacity are unlikely to 
be proposed there. The real choice seems to be between Scotland, south 
Wales, and the north-east coast on the one hand,® and the home fields on 
the other. 

The costs of transporting coal cannot be ignored, but improvements in 


1 The recent decision of the British Transport Commission to modify the existing charges 
procedure by paying more regard to loading factors and less to the value of the product, 
indicating a belated recognition of academic criticism, may tend to remove this distortion. 

2 Report of the Import Duties Advisory Committee on the Present Position and Future 
Development of the Iron and Steel Industry. Cmd. 5507, p. 61. 

* Dennison, op. cit., p. 65. This refers to pre-war conditions, but the situation may not 
be very different today. The United Steel Companies, for example, reveal in their Reviews 
of Progress that delivery charges amounted to 4-06 per cent. and 4-02 per cent. of total 
incomes from sales during 1949 and 1950. 

« ‘The cost of native phosphoric iron ore would be doubled by a haul of 35 miles and more 
than quadrupled by one of 120 miles’: Dennisoa, op. cit., p. 46. 

5 Excluding what Professor Brian Tew (loc. cit.) has called pseudo-coastal sites many 
miles from deep water. 
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fuel technology are reducing their importance as a locational factor! in 
the steel industry. In addition the geographical diversity of the coalfields 
prevents transport charges from becoming excessive in any of the steel 
areas. The plants situated on the lower parts of the Jurassic Belt obtain 
their coal supplies from the Derby—Nottingham field and incur somewhat 
higher transport costs than most other areas. The haul involved is not, 
however, a long one, and the coal is mined at costs below the national 
average. As the coal industry follows the iron and steel industry’s practice 
of subsidizing high cost production, some of this natural advantage has, 
as Mr. Burn has pointed out, tended to reduce steel-making costs elsewhere. 


(iii) The costs-of-capital-investment factor 


Critics of the steel industry have insisted that the steel-makers have 
failed to maintain the efficiency of their industry during the last 50 years. 
Piecemeal patching of old and badly sited plant has been preferred to the 
bolder policy of scrapping and building that has characterized the develop- 
ment of the American steel industry. While it is important to appreciate 
the difficulties of unstable demand with its need for quick expansion of 
output and its depressing effects on expectations that led to this policy, it 
seems fair to say that the underlying economic conditions would have 
justified somewhat bolder planning, at least since 1932 when the industry 
was granted protection. Nevertheless, it is not clear that the case for 
building integrated plants in the east midlands is equally strong today. 

The demand for steel is still buoyant, and output has already reached 
a rate of 17,400,000 tons a year*—the figure that the Secretariat of the 
United Nations E.C.E. Steel Division estimates to be the United Kingdom’s 
target for 1953. Exactly how much steel-making capacity should be 
planned it is not easy to determine, but substantial increases do not seem 
to be likely, and in the light of the conclusions of the United Nations 
Report would indeed probably be very unwise. On the liberal assumption 
that capacity will be increased to 20 million tons during the currency of 
the second Development Plan it is not clear that the building of new green- 
field plants could now be justified. To the extent that there are unexploited 
opportunities for further economies of integration in existing plants 
there may be a strong case for piecemeal additions and modernizations. 
Although such extensions may appear to bear a close affinity to the 
industry’s old policy of ‘patching’, they may well achieve the best alloca- 
tion of scarce resources under the changed conditions of the post-war 
world. 


1 To the extent that the coking qualities of coal vary, however, south Wales and Durham 
still retain an advantage. 

? Annual rate during Nov. 1950. It may not, of course, be possible to maintain this rate 
of output. 
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However inefficient from a purely technical point of view a piece of | 


productive equipment may be, it retains a useful economic life if it can | 
produce output at prime costs which are below the total costs with more 
up-to-date replacements. Existing plant need not impose capital charges } 


on current and future output. Bygones are for ever bygones, and apart 
from the interest on the scrap value of the old machinery and any main- 
tenance charges it may involve, no further costs are incurred when it is 
used. The use of new equipment, on the other hand, often imposes very 
high capital charges on output if it is to justify itself. As the capital cost 
of new capacity seems to be rather more than 5} times! as high as it was in 
1935, it would not appear unreasonable to suggest that there is not a great 
deal of equipment now in use which should be scrapped, and that there 
must be many cases in which output could be increased by the employment 
of comparatively small sums of capital in existing plants. Policies which 
should, perhaps, have been carried out in the twenties and early thirties 
may not be appropriate today. The Federation recognized this difficulty 
in its 1946 report and seemed conscious of what the industry’s critics had 
been saying. 

‘In the case of some of the lower-cost plant displaced, the gain may be very small 
or, in particular cases, there may be no immediate saving. This, however, is to some 
extent inevitable in a major reconstruction plan. The big new units it is necessary to © 
build involve displacing a mixed collection of plant, some of which is still moderately 
good, Unless this issue is faced as it has been, the reconstruction is a patchwork job 
and does not achieve the best long-term result.”* 

As present building costs seem to be about twice as high as they were 
thought to be when the report was written, it is doubtful whether this 
view would be put forward quite so strongly today. Indeed, the industry 
has not carried out its own good intentions in this matter. The Margam 
plant of the Steel Company of Wales which will replace a considerable 
quantity of out-of-date equipment is still going forward, but at much 
greater cost than was envisaged ; little of the equipment the plan proposed 
to replace has been withdrawn from use, and in spite of the heavy post-war 
demand for steel that part of it designed to build a completely new inte- 
grated plant on Northamptonshire ores seems to have been dropped? in 
favour of expansion at Corby. 

Professor Brian Tew has written, ‘if resources available for investment 


1 The cost of a ton of billet capacity is said in the Federation report to have been about 


£8. 128. per ton in 1935 and to have risen to £23. 10s. by 1946. As the pig-iron capital 


charges quoted in the Federation’s location article are twice as high as the 1946 level (25. to 
5le.), it seems reasonable to conclude that present costs have doubled for all stages of 
production, and that the cost of one ton of billet capacity amounts to approximately £48 
today. The United Nations Report refers to estimates of $200-400 for a ton of integrated 
crude steel capacity. 

® Report by the British Iron and Steel Federation, p. 31. 

* The shortage of houses and labour was probably a contributory factor. 
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are sufficiently limited, there is almost no case when “patching” would not 
be more advantageous to the community than building from scratch on a 
new site’. He was, however, of the opinion that the magnitude of the plan 
itself implied that resources were not short enough in 1946 to justify a 
return to the old policy and that more new building in the east midlands 
should have been planned. It is here contended that the present scarcity 
of capital dictates a very careful use of capital resources. If total steel 
requirements in the foreseeable future exceed the output that can be 
achieved by modernizing existing capacity, clearly new plants will have 
to be built ; if they do not, the major proportion of the industry’s develop- 
ment must take place where 87 per cent. of the crude-steel capacity is 
situated—in the traditional areas. This manifestation of the economic 
problem seems to reduce the attractiveness of the home ore-fields for 
further development. 

If this conclusion is resisted, as it may be, on the grounds that the 
country should take a longer view on considerations of strategy and 
ultimate efficiency in a vitally important industry, it should be recognized 
that a rise in steel prices or assistance from the proceeds of general taxa- 
tion is being called for. The costs of pushing technical efficiency beyond the 
limits imposed by economic considerations must in the end be met. 


(iv) The social-costs factor 

During the nineteenth century the metal-using trades were drawn to 
the centres of iron and steel production and extensive and highly specialized 
markets now surround the older steel-making sites. Much of this advan- 
tage is difficult to measure and consists of goodwill, personal contacts, and 
local knowledge. Factors more normally thought of under the heading of 
external economies in the shape of specialized service industries, transport 
facilities, and supplies of local labour are particularly strong in the case of 
the iron and steel industry. Such economies always favour established 
locations. Their absence gives rise to costs, some of which fall on the plants 
in the newer areas, but the greater part of which seem to fall on society. 
The need for social capital in hitherto rural areas brings about a divergence 
between private and social costs, and it is on the basis of the former only 
that much of the case for large-scale development in the east midlands has 
been based. In an economy where existing social capital is seriously 
inadequate this divergence might not appear, as social capital formation 
would in any case be necessary. In Great Britain, however, there are 
areas where social capital is comparatively plentiful and Development 
Area legislation is encouraging industrial migration to them with little 
regard for locational advantage. Locational decisions in the steel industry 

1 Loe. cit. 
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cannot be taken without regard to economic policies being pursued in 
other sections of the economy, and these would appear to favour develop- 


ment in at least those steel-making regions that have been scheduled ag 
Development Areas. 

Two further factors call for consideration. As new towns are in any case 
being built, there is little justification for attributing concealed social 
costs to the steel industry when it builds plants in rural areas. To the 
extent that the east midlands have town-planning potentialities this 
divergence does not arise. On the other hand, the large-scale extraction of 
ironstone from the midland fields has, with the development of mechani- 
cal excavation, led to the devastation of large areas of agricultural land. 
The implementation of the Walters report! may well impose substantial 
costs on the taxpayer for the restoration of present devastation and higher 
costs on the ironstone industry itself in the future. The cost of domestic 
ore may be very much higher in the future as a result of this factor and of 
the need, already noted, to extend underground ore-mining operations. 


Conclusion 

The analysis in this paper leads to the conclusion that the case for ex- 
panding steel production on the home fields may have been exaggerated by 
Mr. Burn and his followers. There is a clear cost advantage at the pig-iron 
stage on the basis of existing price relationships, but these appear to be 
likely to move in favour of the traditional sites in the future. The advan- 
tages for further development possessed by the traditional sites merely by 
being situated in established steel-making areas are considerable and 
appear to be reinforced by the high costs of new plant. Transport costs 
may be less important than has often been assumed, and providing that 
the new plants do not call for long hauls of domestic ores or pig iron, one 
site is unlikely to show any very great advantage over another. Diver- 
gences of social and private costs seem to arise but, apart from the problem 
of the restoration of devastated agricultural land, they may not in the end 
be very important. The major question appears to be the problem whether 
Great Britain should, on strategic and balance-of-payment considerations, 
increase her dependence on foreign ores. It is on the nature of the answer 
to this question that the future locational pattern of the British Steel 
Industry must depend. 


1 Report on the Restoration Problem in the Ironstone Industry in the Midlands. Cmd. 6906, 
1946. 
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PLANNED INVESTMENT IN THE COAL 
INDUSTRY?! 


By A. BEACHAM 


Tus Plan for Coal ia the National Coal Board’s long-term capital invest- 
ment programme published in October 1950 and covering the period up 
to 1965. The object of this paper is to summarize the plan, to show how 
it was formulated, ar“ to see how far it can be justified by reference to the 
sort of rules which economists apply in cases of this kind. 


I 


In the first place it is necessary to call attention to certain features of the 
coal industry which to some extent mark it off from the general run of 
manufacturing industry. It is highly dangerous to develop arguments 
about the economics of coal unless these points are fully borne in mind. A 
full treatment of them is not possible here, but their significance will be 
readily appreciated and will become more obvious later. 

(a) Coal-mining is concerned with the extraction of a wasting asset. The 
availability of a sufficient quantity of workable reserves is a vital consider- 
ation affecting the future planning of the industry. The geologist must 
speak before the mining engineer or the economist can venture an opinion. 
This also suggests the need for careful conservation of our limited resources, 
even if the systematic and orderly exploitation of the coal conflicts to some 
extent with short-run profit-and-loss considerations. The importance of 
this is further underiined when the working of coal is entrusted to a public 
corporation enjoined to have regard to the national interest in all respects. 
It also follows that the working life (and therefore the value) of capital 
assets, fixed in use, is more than ordinarily delimited, and this must also 
affect the framing of capital development programmes. In particular it will 
mean that the balance of advantage between the continued working of 
existing mines and the sinking of new ones will be extremely difficult to 
determine. Once again short-term considerations may conflict with the 
long-term. The best prospect of cheap coal in this country in the immedi- 
ate future will derive from aiming at an output little above the present 
level and obtaining it from existing mines with limited technical reorgani- 
zation. This might also be the best means of conserving our limited coal 
reserves. But in (say) 15 years time we might be faced with a coal 
shortage and steeply rising costs. Nor could this situation be easily or 


1 This paper was originally prepared as a lecture for delivery to the South Western 
Society of Mining Engineers. 
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quickly rectified since new deep pits take a long time to sink and bring” 
into full production. Their very high cost must be borne in the present, | 
with little to show on the revenue side, if the future is to be safeguarded, | 

(6) The extreme variability of working conditions is another marked — 


characteristic of the industry. Differences in the quality of coal are in no 
way related, except by coincidence, to the cost of mining it, and coals of 
roughly equivalent quality may be mined at very different costs in 
different places.’ The same pit may produce a wide variety of coals from 
different seams and the attribution of costs to particular qualities of coal 
is necessarily somewhat arbitrary. Moreover, the value of the coal to 
consumers will depend not only on its chemical composition but also on its 
size, cleanliness, &c. Under private enterprise (at any rate prior to 1930) 
the coal-owner could take the intricate and elaborate price structure 
produced by the interaction of market forces very much for granted and 
base his capital expenditure plans upon it. He could be certain that his 
actions would not sensibly affect the balance of prices. Nowadays the 
price structure is to a large extent what the N.C.B. chooses to make it, but 
it cannot frame a capital expenditure programme on the assumption that 
it will remain unmodified by the effect of the programme itself or the 
reactions of consumers to the imposed price structure. Estimates of 
relative prices and relative costs which must form basic data for the 
framing of capital investment programmes must therefore be extremely 
tentative. 

(c) Next we must note the inelasticity of demand for coai. This con- 
siderably simplifies planning because demand can be more or less taken as 


given without too much reference to cost and price. Also, it makes it . 


easier to justify capital expenditure in meeting the demand and, which is 
really saying the same thing, gives a margin of error which can be corrected 
by raising the price. That is to say, mistakes in planning will not neces- 
sarily show themselves in the form of future losses. But this fact of in- 
elasticity of demand should not be pressed too far. A high price for coal 
will undoubtedly depress demand in the long run by accelerating the 
search for efficient substitutes and by promoting economy of use. More- 
over, it is only the demand for coal in the home market which is inelastic. 
In normal times the foreign demand is likely to be very sensitive to price 
considerations—an important point in considering the present capital 
development programme, as we shall see later. It also needs to be borne in 
mind that, except perhaps in periods of acute shortage, the demand for 

+ The word ‘costs’ does not mean much without further qualification and costs will of 
course vary with the scale of output, The only point intended here is that the existence of 
high-quality coal is a fact of nature and does not reflect extra effort involved in its produc- 


tion. It may or may not be possible to expand its production up to the point at which 
average or marginal costs equal the value set on it by consumers. 
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particular grades and qualities of coal may respond sharply to relative 
price movements because of the possibilities of substituting one kind of 
coal for another. 

(d) Wage costs per ton in the coal industry are about 70 per cent. of 
total costs. In planning the future of the industry therefore the assump- 
tions made about the future of wage rates and productivity are unusually 
important. 


II 


We may now summarize briefly the content of the plan—neglecting for 
the moment the procedures by which these results were obtained. Between 
1950 and 1965, £635 million is to be spent on capital development, of 
which £115 million is allocated to ancillary plant and £36 million to con- 
tingencies, ie. about £484 million! will be spent directly on colliery 
development. The output planned for 1965 is 240 million tons as against 
a deep-mined output in 1949 of 202-7 million tons. Seventy per cent. of the 
1965 output will be produced by 250 pits at present working but scheduled 
for reconstruction ; 10 per cent. by 22 new pits and 53 new drifts; and 20 
per cent. by 250 pits at present working and not to be reconstructed. 
Some 350-400 pits at present working will be closed. 

The 1965 output will be produced by 618,000 men as against 698,000 in 
1949, i.e. output per man-year will rise from about 300 to 390 tons per 
annum. On the assumptions of the plan this will result in a saving of about 
7s. per ton? at 1949 prices. The increased output will come mainly from 
Scotland, other than the central coalfield (+ 8-4 m.t.*), East Durham 
(+ 3-0 m.t.), Yorkshire (+ 8-4 m.t.), East Midlands (+ 8-4 m.t.), and 
South Wales (+ 9-2 m.t.). .Output is planned to fall in Central Scotland 
(—1-6 m.t.), West Durham (—2-4 m.t.), Lancashire (—0-3 m.t.), and in 
some of the smaller coalfields. By 1965 it is reckoned that the expand- 
ing coalfields of Yorkshire, Nottinghamshire, Derbyshire, Leicestershire, 
Warwickshire, and Kent will increase their share of the national output 
from 43 to 44 per cent.; Scotland will increase its share from 12 to 13 
per cent. ; and South Wales will increase its share from 11 to 13 per cent. 
The share of the northern coalfields will decline from 19 to 18 per cent. and 
the other coalfields’ share will decline from 15 to 12 per cent. Of the pro- 
jected expenditure of £484 million on colliery developments South Wales 
will take £102-7 million, East Midlands £79 million, Yorkshire £72 million, 
Scotland £64-3 million, and Durham £54 million. Altogether it is planned 


1 Of which about £350 million will be needed to maintain the present output and the 
balance to raise output to the 1965 level. 

* It is emphasized that a much greater cost reduction would have been possible if the plan 
had been confined to the maintenance of the present output. 

* m.t. = million tons. 
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to sink 22 new deep pits, of which 9 are planned for Scotland, 7 for South 
Wales, 2 for East Midlands, and 2 for Yorkshire. 


Tit 


How were these results obtained? This part of the Plan for Coal has 
considerable fascination for economists who have been actively debating in 
recent years the theory and practice of business behaviour. So far as the 
nationalized industries are concerned it would appear that we shall be 
much better informed in the future than we have been in the past. It ig 
surprising in a business document of this kind to find references to schedules 
of marginal cost, and what student of elementary economics would fail to 
be heartened by the following ? ‘At the outset the Board were faced with a 
series of circular arguments. Thus the future demand for coal depends 
on price, . . . price turns on costs of production and delivery, costs on how 
much coal has to be produced, of what kinds and where, which in turn 
depends on the demand.’! 





This circle was broken by the use of certain initial assumptions. When 


tentative answers were arrived at by this means the assumptions were | 


checked in the light of them and the results modified accordingly. Then 
certain extraneous (i.e. non-economic) considerations were brought into the 
argument and the plan was checked through again. The most important of 
these initial assumptions were: (1) That the demand for coal, and parti- 
cularly home demand, could be taken as given. After carefully reviewing 
the available evidence, inland demand was assessed at 205-15 m.t. per 
annum and this was broken down so far as possible into different cate- 
gories of coal and consumption regions. Export demand (including 
bunkers) was estimated at 25-35 m.t. per annum, but this is readily 
admitted, for obvious reasons, to be little more than a guess. The two 
estimates were then combined and it was assumed that the Board would 
require to meet a total demand of about 240 m.t. in 1965, (2) It was as- 
sumed initially that capital would be forthcoming in any amounts required 
and that all necessary man-power would be available in the places required. 
(3) All estimates were based on mid-1949 values. (4) It was assumed that 
wages will rise only in so far as they reflect increased productivity, that 
relative wage rates for different classes of work will remain the same, and 
that local anomalies in piece rates will disappear. 

On this basis for each pit (and, by aggregation, for each area) ladders of 
cost or ‘schedules of marginal cost’* were worked out. That is to say, for 


1 Plan for Coal, p. 33. 
* As the next sentence makes clear, they are really schedules of average cost from which, 
of course, marginal costs can be derived. This point is taken up below. 
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each hypothetical level of average cost per ton the output of each main 
category of coal was estimated—on the assumption that any possibilities 
of technical reorganization were carried out.1 Apart from the assumptions 
previously noted, it was assumed that a five-day week would be worked. 
Cautious allowance was made for advances in technique and an adjust- 
ment made for unforeseen mining risks. 

These ladders of cost were then matched against the estimates of de- 
mand—and provisional answers obtained to the important questions: 
which pits could most economically meet the demand, how much would 
need to be spent on them, how many men would be required, &c.? These 
results were then carefully scrutinized. A sharp fall in output seemed to be 
predicted in West Durham and Cumberland, and in view of the social 
consequences of this the plan was modified to their advantage. Then 
transport costs had to be taken into account. Scotland, East Midlands, 
and Yorkshire showed the greatest possibilities ef output expansion at low 


| eost, but this in itself neither justified nor made possible such expansion. 
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Thus, for example, the Midlands and Yorkshire coalfields could produce 
much of the coal required by Lancashire more cheaply than Lancashire 


ease the physical possibilities of rail transport were limited.? Thus the 
planned output of Lancashire hau to be revised upwards and that of the 
other coalfields reduced. The most serious difficulty, however, must have 
been on account of the high cost of various special coals, e.g. Durham 
coking coal or South Wales anthracite. Where these could only be pro- 
duced at exorbitant cost some account obviously had to be taken of the 
possibilities of substitution by consumers. It seems to have been decided 
that to some extent the cost of working the high-quality coking coal of 
West Durham was not justified in view of the much lower cost of producing 
coking coals of lower quality elsewhere. This sort of adjustment within 
the main categories of coals must have been extraordinarily difficult to 
make and we are not told how far it was taken. It did not apparently 
affect the initial planned output for South Wales anthracite—perhaps 
because the possibilities of substitution were reckoned to be less. Also, 


| West Durham seems to have regained some of its advantage on non- 


economic grounds of avoiding grave social repercussions.* 

The Board aims at pricing each class of coal, in each consuming region, 
at the cost‘ of producing it plus costs of transport. This would enable the 
Board to pay its way and accounts for the fact that no calculation of 


1 Apparently a provisional programme of development was drawn up for each pit. 

* It is not clear whether the Railway Executive was consulted about this. 

3 Some of the points raised in this paragraph are further dealt with in section IV 
below. 

4 Presumably average cost is meant. 

4520.2 K 
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proceeds is worked into the plan. In fact, the Board will meet demands for | 


coal at the lowest cost (subject to exceptions already noted) and has no 


doubt of its ability to recover these costs from consumers. On an over-all — 
view it may be right in this assumption. But there is no reason for assum- | 


ing that these average cost-prices can be made, by output variation, to 


reflect exactly the preferences of consumers for different kinds of coal and — 


the reactions of consumers may force considerable changes in the plan. As 
we have noted, some adjustments were made to meet this sort of case, but 
there must have been a large element of guess-work involved. 

On one important point the plan is not clear. I have assumed that de- 
mand is matched against the ladders of cost so that in ideal equilibrium 
the average cost of producing coal of a particular quality is everywhere 
equal. This interpretation has been taken because it seems to be assumed 
that collieries will not be expected to make losses or profits (prices being 
based on average costs), though it is realized that in practice they may 
occur because the market situation will be constantly changing and that 
an ideal adjustment to it will not be possible (vide paragraphs 159-60). 
But this interpretation directly conflicts with the sense of paragraph 151, 
where it is stated: ‘For deciding between competing coalfields average 
costs would not have been a satisfactory guide. It is not enough that a 
coalfield has low average costs. When it is expanded beyond a certain 
point the cost of producing additional coal tends to rise as deeper and less 
favourable seams have to be worked .... Hence the significance of margin- 
al costs and the reason why they were adopted by the Board in deciding 
between alternative sources of supply.’ The first interpretation is clearly 
not consistent with the second. An additional tonnage may be obtained 
at lower marginal cost from A than from B, but the average cost of coal 


from A may be above that of B. If marginal cost is to be the criterion for 
output expansion, and most economists would say that it should be, then 
the normal situation will be that, at whatever level prices are fixed most 
pits will be making profits or losses. Yet the Coal Board sticks to its” 


assertion that the price of coal shall be equal to the (average ?) cost of 


producing it.? It is possible that by this is meant the over-all average cost, 
i.e. the total cost of the entire output of that quality of coal divided by © 
the tonnage. Even if this is so it is difficult to see how pit losses and | 


profits can then bear the significance which the Board seeks to attribute 
to them.‘ 


1 See also N.C.B. Report for 1947, p. 119. 

* The context suggests that average costs of supplies from a particular pit or area is 
meant. 

® An extremely difficult calculation to make unless very broad categories of coal were 
taken. For obvious reasons coal cannot be priced uniformly in broad categories. 

* See N.C.B. Report for 1947, p. 119. 
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IV 


It is of course quite impossible for the economist, or anyone else, to say 
how far this programme of new investment is justified. In order to arrive 
at a positive opinion we would require much purely technical information, 
knowledge of the returns to alternative lines of capital expenditure, 
detailed information of consumer preferences, and an accurate picture of 
the future in all respects. In a general way, however, it might be said that, 
if production can be expanded at a cost which consumers will willingly 
meet rather than go without extra coal, the new investment programme is 
justified. The validity of this ‘rule’ depends on various assumptions 
which are never realized in practice and which it is impossible to test 
empirically. We shall need to qualify it later on, but it is perhaps a good 
enough starting-point.* 

In a competitive private enterprise economy such a situation would 
tend to show itself in the form of abnormal profits which would disappear 
as existing producers expanded production or as new firms came into 
production. In theory, new investment would feel its way along this and 
other possible lines of expenditure as the most urgent wants of consumers 
were satisfied. 

This line of approach is not very helpful to the N.C.B., which has a 
monopoly of its own line of production. It can hardly exploit consumers 
to the maximum extent possible and justify further capital expenditure 
by reason of the profits realized. Also, partly because of the nature of the 


# industry and partly for other reasons, long-term planning is necessary and 
} so it cannot slowly feel its way. 


If we look at the plan as a whole, there can be little doubt that so far 


} as meeting the internal demand for coal is concerned, very considerable 
| capital expenditures can be justified. There is still a very considerable 
} margin between the inland price of coal and the price at which foreign coal 
4 could be delivered here. Fuel of some kind is indispensable to our economy 


1 i.e. the investment is justified if the coal can be sold at a price which will enable interest 


§ and amortization of the capital to be met. The reader is reminded that the coal industry is 
# required by statute to pay its way. For a more theoretical discussion of investment policy 
# for nationalized industry see M. F. Scott, Review of Hconomic Studies, 1949-50, No. 44. 


* We are not here considering the case of changing methods of working existing pits, 
though we cannot properly distinguish between investment required to improve efficiency 


§ and investment required to maintain and expand output. If all existing outputs were being 


mined by the ‘best’ methods, then the whole of this programme could be included in this 
second category. We cannot believe, however, that this is the case, i.e. some of the planned 


§ expenditure would be required on efficiency grounds to replace existing assets which are not 


worn out. The justification for such replacement will depend very largely upon whether the 


} full cost of working with the new methods is less than the direct cost with existing equip- 
ment. As regards non-replacement capital expenditure it is assumed that the plan is based 


on the best technical information available, and that alternative methods of working have 


| been properly costed. 
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and economic substitutes are not available in any quantity. It has been 


estimated that £350 million of the planned capital expenditure is required 
to maintain output, and this output barely covers inland requirements, 
Subject to the assumption made in the last footnote and certain qualifica- 
tions made below, we may say that this expenditure of £350 million is 
fully justified especially since, if the plan were confined to this, a much 
greater reduction of costs would be made possible. 

The balance required to expand output is more dubious. In the aggregate 
it is this extra output which will (approximately) provide our future export 
margin. This marginal amount can only be produced at heavy additional 
cost! for a market where demand is likely to be moderately elastic. We 
cannot be certain that foreign consumers will meet these costs rather than 
take coal from other countries. If they will not, then the extra £170 million 
of capital expenditure to expand outpat cannot be justified. There is no 
answer to this conundrum, and we can only say that under normal condi- 
tions it is reasonable to doubt our ability to export 30 m.t. of coal at an 
economic price. The fact that the Board may still make a profit (e.g. by 
making the home consumer pay a concealed export subsidy) will not in 
itself be evidence that the plan has justified itself. The doubt attaching to 
this £170 million expenditure shows up an important weakness of the plan. 
In starting from firm assumptions about future demand the Board has 
been forced to regard as equally firm its estimates of home and export 
demand. 

Let us now take another look at the £350 million for which we were able 
to make initially a much stronger case. We have already assumed that it 
will be spent in the best way,? and we need further to assume that there 
will be no calls of greater urgency on these capital resources for use else- 
where. These assumptions are difficult to check and certainly cannot be 
checked here. But we also need to be satisfied that it will be spent in the 
right places and in producing the right qualities of coal. How has the 
N.C.B. estimated the point at which consumers of high-quality Durham 
gas coal will accept as a substitute the inferior but cheaper gas coal from 
the Midlands? An answer to this question must be found before the 
proper allocation of capital expenditure between the two coalfields can be 
determined. The Board is in a better position to answer this question than| 
any private person and is therefore more likely to be right, but it is im- 
possible not to be surprised by the extent to which new capital expenditure 


1 The attribution of this marginal output specifically to exports may be regarded as 
doubtful procedure, but the argument is not much affected thereby. Export demand i 
generally strongest for those high-quality special coals which the plan has shown can 
be produced at very high cost. 

® i.e. as between reorganizing existing pits and sinking new ones and as between di 
methods of working coal. 
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is to be allocated to the working of high-cost special coals. This applies, 
for example, to the anthracite area of South Wales, though this is admit- 
tedly covered by a proviso that there must be an improvement in industrial 
relations in the area. The projected output of 6 m.t. is nearly equal to the 
previous highest recorded output and is more than double the present out- 
put. The cost of this coal will undoubtedly be very great and it may be 
doubted whether consumers will place a sufficiently high premium on it 
especially when we consider that most of it will be exported.1 The result 
is that a surprisingly large proportion of the proposed capital expenditure 
is allocated to South Wales and a considerable expansion of output is 
planned. The rate of expansion of the low-cost Midland coalfields, on the 
other hand, will be appreciably slowed down if the plan is adhered to. 

The same sort of considerations arise in respect of proximity to markets, 
but here the Board is on firmer ground since railway freight rates and the 
physical capacity of the railway system can be closely estimated. It is 
interesting to note that although this factor led to some adjustment in 
favour of high-cost areas such as Lancashire, the balance of advantage 
remained on the whole with the Midland coalfields. Lancashire’s output 
is planned to decline slightly and her share of the projected capital expendi- 
ture is comparatively modest. 

We can only briefly review the assumptions on which the plan is based 
in the light of the results it gives. Capital requirements do not appear to 
be excessive for a 15-year programme having regard to the scale and im- 
portance of the industry. Recent man-power trends suggest that fewer 
than 618,000 men will be available in 1965, and since the rate of shrinkage 
varies from one coalfield to another they will almost certainly not be 
available in the places required. South Wales, for example, will require 
only 2 per cent. fewer men in 1965 than in 1949. But where so much is 
uncertain perhaps it would be unwise to make too much of this. The 
assumptions about wages are extremely obscure, though they have a 
critical bearing on the plan. It is estimated that earnings per man-shift 
will rise with increasing productivity by about 9 per cent., though output 
per man-shift will rise by about 30 per cent.? This suggests an optimistic 
view of future piece-work bargains, though the reiative stability of day- 
wage rates has to be reckoned with. As regards the assumptions about the 
demand for coal ‘from which all else proceeds’, we have already expressed 
some doubt about the estimate of future export requirements—given the 
cost .of meeting them. 

1 It may be that ‘social considerations’ have been allowed to bias these results. As 
previously noted, the only cases in which specific adjustments for this reason are admitted 
are those of Cumberland and West Durham. 


* Acoording to the present writer’s calculations. No figure for output per man-shift in 
1965 is given in the plan. 
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In this review of the long-term capital expenditure programme of the 
N.C.B. I am very conscious of having ignored many complexities which 
need to be resolved before the economist can give a confident appraisal of 
its worth. Thus, for example, we have previously mentioned the enormous 
difficulties confronting the Board in its attempts to evolve a rational price 
structure.| The relative valuations of different coals has obviously a 
profound effect on the framing of capital investment programmes and 


vice versa. Moreover, the reactions of consumers have to be reckoned with | 


and these may change when an over-all shortage of coal no longer exists, 
But where so many guesses have to be made about a very uncertain future 
perhaps, after all, these are only minor difficulties. 

The Plan for Coal reveals the almost insoluble problems of planning in 
large nationalized industries, but it is nevertheless a most courageous and 
praiseworthy effort. Economists will be grateful for so much information 
on the framing of business policy. In the main, the N.C.B. has proceeded 
along lines which they will find intelligible and can commend—given the 
fact of nationalization and the terms of the Nationalizetion Act to which 
the Board has had to accommodate itself. 


UNIVERSITY COLLEGE 
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1 See Annual Reports of the Nationai Coal Board. 












al of 


nous 
rice 
ly a 
and 


vith | 


ture 
g in 


tion 
ded 
the 
rich 








SOME THOUGHTS ON THE DISTRIBUTION 
OF EARNINGS! 


By A. D. ROY 


I 


An attempt has been made elsewhere* to show that the output of any 
individual working by hand is the resultant of a large number of random 
influences. As a first approximation these influences can be assumed to 
operate independently, i.e. they are not significantly associated with one 
another. The rather vague term ‘influence’ is intended to refer to such 
factors as health, strength, skill, and so on. The suggestion was made that 
it is more fruitful to define such factors so that, taken singly, they exercise 
the same proportionate effect on the output of otherwise similarly situated 
individuals rather than the same absolute effect. In other words, it is more 
reasonable to say that a given loss of health will depress a worker’s output 
by, say, 10 per cent., other things being equal, than by, say, 10 units. 

If this viewpoint is acceptable, then it necessarily follows that the distri- 
bution of individual output will tend to be such that the logarithms of 
output in a given period have a ‘normal’ frequency distribution, provided 
that certain very general conditions are fulfilled. At least, this would be the 
form of the distribution of individual output if the whole working popula- 
tion were producing the same goods by hand, orif, considering asingle occupa- 
tion, each member of the working population had the same chance of being 
employed in this occupation. In practice this is very unlikely to happen 
since those persons engaged in a particular occupation tend to be selected 
in a purposive manner from the working population as a whole. 

The purpose of this article is to discuss one possible and fairly simple 
method of selection and to investigate, as far as possible, its effect on the 
distribution of output (and of earnings) and on productivity in the various 
occupations of a community. 

In part, too, this article is intended to combat the view, which appears 
to be implicitly held by many, that the distribution of incomes is an 
arbitrary one that has developed by the process of historical accident. Such 
a distribution ought then to be modified, so the argument runs, and such 
a change cannot but be for the better. Such a contention may well be 
partly true so far as property incomes are concerned, but at best it seems 

1 My thanks are due to Dr. A. R. Prest, Fellow of Christ’s College, and to Mr. C. F. Carter, 


Fellow of Emmanuel College, for reading this article in typescript and for their valuable 
comments. Naturally the responsibility for the views expressed and for all errors is entirely 
my own. 

2 See ‘The Distribution of Earnings and of Individual Output’ (Zconomic Journal, 
September 1950). 
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to be « dangerous half-truth if it is applied to earned incomes as well. It — 
will be shown here, albeit with many simplifying assumptions, that what- — 
ever the rates of remuneration which either rational choice or irrational — 
prejudice allocate to the units of output in different occupations, such | 


scales of relative rewards exercise no more than a superficial distorting 
effect upon a basic pattern. This underlying pattern is independent of the 
subjective feelings of consumers and of entrepreneurs and is determined by 


objective facts. It depends, in other words, upon the varying relative 


effectiveness of human abilities when faced with different kinds of produc- 
tive problems and can be altered only by changes in the techniques of 
production in the various activities in which the human race engages, 
Manipulations of scales of payment may result only in the near extinction 
of certain occupations in the long run. 

In order to establish these conclusions, many assumptions must be made 
to simplify the argument, which must necessarily be conducted in terms of 
a remote and abstract world. Later, when the points of substance have 
been underlined, an attempt will be made to bring the discussion nearer 
to life as it really is or, perhaps more accurately, as it seems to be. 

It is to the first of these tasks that the intellectual effort must now be 
applied. 

II 


To begin with, let a very simple community be considered in which a 
member of the working population has the choice of only two occupations: 
hunting, and fishing, for example. Every such individual is quite free to 
inove from hunting to fishing as and when he chooses. No autocrat head- 
man has decided that those men whose names begin with letters A to L 
shall be hunters willynilly and the remainder fishermen. In this simple 
and idyllic existence even Nature herself has taken on an unwonted simpli- 
city. The hunters, try as they will, can only snare rabbits of identical 
weight and succulence, while the fishermen’s trout invariably weigh 14 Ib. 
each. 

The council of elders in the village in their savage ignorance have not 
yet discovered any device that improves upon the free operation of the 
price mechanism. Demand and supply tend to establish prices for a 
standard rabbit and for a trout in terms of the local currency of cowrie 
shells. If every adult male fished for a year the distribution of the loga- 
rithms of output of fish would be normai. Similarly, if they all hunted for 
a year the distribution of rabbits caught by individuals would have the 
same form. There is, of course, no reason to suppose that the shape of 


1 Capital equipment is renewed and new investment in fishing-tackle and snares takes 
place on days specially set aside for this purpose. Investment is the responsibility of the — 
community as a whole and not of individuals. 
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these two distributions will be the same. The rabbits are plentiful and 
stupid and even the less skilled man can ensnare a fair number in a year’s 
hunting while the exercise of a quite appreciable degree of skill does not 
enable the better hunters to catch many more. The trout, on the other 
hand, are particularly wily and fight hard, so that many men would 
undoubtedly starve if they had to eat only what they themselves caught ; 
but nevertheless the real fisherman can obtain very big catches in a year’s 
fishing, although such catches are pretty rare occurrences. 

The distribution of hunters’ output may thus be said to be much more 
‘concentrated’! than the distribution of fishermen’s output. Nor is this all, 
for it is possible that a considerable degree of association may exist be- 
tween individual performances as hunters and as fishermen. There may 
be a marked positive association so that the best hunters and fishermen 
are, generally speaking, the same people, or the association may be negative 
so that the best hunters generally make the worst fishermen and conversely. 

When there exists no tendency for the numbers of hunters and of fisher- 
men to change at the ruling prices for fish and rabbit, it must be the case 
that no individual can improve his position by changing his occupation. 
Among these simple-minded people the net advantages of an occupation 
are represented solely by the annual earnings in cowrie shells. Every man, 
too, has a fairly good idea of what his annual output is likely to be in both 
occupations. In the long run, then, the proportion of the total number of 
adult males in each occupation will be equal to the chance that the annual 
earnings of any male, chosen at random, will be higher in that occupation 
than in the other. 

First, let the occupation in which the distribution of output is the less 
concentrated be considered, that is, the business of fishing. Whatever the 
relative prices of fish and rabbit, the distribution of output resulting from 
the selective process outlined above will be of the same general form. Those 
men who are the very best fishermen will all spend their time fishing and, 
as progressively lower outputs of fish are considered, the proportion of men 
who fish rather than hunt will decrease steadily until virtually none of the 
potentially worst fishermen of all find it worth their while to fish. 

In the other occupation of hunting, matters are not quite so simple, for 
this is, in a sense, an inferior occupation because the potential individual 
performances are much more concentrated. It is possible to distinguish 
three possible eventualities. If the association between output of fish and 
output of rabbit is, in general, either positive but sufficiently small, or 
negative, the distribution of output of rabbit, after the selective process 
has operated, will be of the same general form as the distribution of output 


1 The ‘concentration’ is inversely proportional to the dispersion of the logarithms of 
individual output. 
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of fish, i.e., most of the potentially good hunters will hunt and virtually 
none of the potentially bad hunters will do so. | 

If, however, there exists a substantial positive association between hunt 
ing and fishing performance, while at the same time potential rabbit out 
put is significantly more concentrated than potential fish output, it will 
not be possible to get both many good hunters and many good fishermen, 
In fact, since hunting performance is more concentrated, those people who 
take up hunting will include a very large proportion of the worst hunters 
and very few of the better ones. This, then, is what makes hunting the 
‘inferior’ occupation, since the requirements of fishermen must necessarily 
be satisfied primarily from amongst those people who are potentially both 
the better fishermen and the better hunters while the hunting profession 
must be content with what is left over. 

It may be, however, that there is a certain positive association between 
hunting and fishing prowess and that the concentrations of individual 
performance in both occupations stand in such a relation to one another 
that the same proportion of all grades of hunters find it worth while to# 
adopt this occupation exclusively. Such a situation is clearly a limiting 
one, intermediate between the two discussed previously. In this case and 
in this case only will it be true that the distribution of individual output of 
rabbits is actually, as well as potentially, normal in the logarithms of ouvput, 

It is instructive to consider the implications, as far as productivity in the 
two occupations is concerned, of the sudden increase in the popularity of 
trout relative to rabbit in the community’s diet. The price of trout relative 
to the price of rabbit will rise and it will become advantageous for certain 
men to give up hunting and take up fishing instead. If the association 
between individual rabbit output and trout output is negative, zero, or 
sufficiently small and positive, those men who now become fishermen will 
on the average have lower outputs of fish than those who were fishermen 
before the demand for fish increased. Productivity in the sense of average 
output per head in the fish industry will thus fall. But these same men will 
be those whose output in the rabbit industry is on the average lower than 
that of the men who find it worth while to remain hunters, even though the 
price of rabbit in terms of trout has fallen. Productivity in the meat trade 
will thus rise. 

If the association between outputs in the two occupations is positive 
but not sufficiently small, productivity among the fishermen will still fall, 
but now the men moving from hunting to fishing will be those whose 
hunting output is on the average higher than that of the hunters left 
behind. Productivity in terms of rabbits per hunter-year will thus fall. 

Hence the attempt to satisfy the increased demand for trout has resulted 
in a fall in productivity in both occupations. 
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In the limiting case when the association between outputs has a certain 
positive value, the average output per head in rabbits of hunters turning 
over to fishing will be the same as the average output per head of those who 
remain hunters and in this case, while productivity will of course fall in 
fishing, hunting productivity will remain unchanged. 

The reader should have no difficulty in adapting the reasoning to the 
situation arising if the community’s preferences changed in favour of 
rabbit. 


III 


The cases discussed so far have been perfectly general ones, but in order 
to obtain a further insight into the working of this simple model, further 
consideration must be given to two special cases. 

Suppose now that villager Ay Bee is the star fisherman of the community 
and also the best hunter. The ‘average’ man Ell Emm is ranked fifty- 
seventh, say, in order of merit both as a fisherman and as a hunter, while 
poor old Wy Zed is the most incompetent villager in both occupations. In 
general, any villager’s position at the end of the season would be the same 
if the entire community decided to devote themselves to hunting or fishing 
exclusively. It still remains true, however, that individual catches of trout 
tend to be much more differentiated than individual bags of rabbits. 

When the supply and demand for fish and meat have been equated at 
the current price, it will be found that all the fishermen have outputs 
greater than or equal to a certain minimum level determined by the relative 
prices of rabbits and trout, and that all hunters have outputs less than or 
equal to a certain maximum value, similarly determined. Furthermore, 
the minimum earnings of fishermen and the maximum earnings of hunters 
will be equal. The distribution of the logarithms of earnings for the whole 
community will be a sort of composite normal distribution, with a rela- 
tively high dispersion in the upper section of the range and a lower one in 
the bottom section. 

Suppose now that, for some reason such as changes in the habits of both 
rabbits and trout or alterations in hunting and fishing technique, the 
individual performance as hunter and fisherman tend to have the same 
pattern so far as the concentration is concerned. The more similar such 
patterns become, the greater will be the movement of men from one occupa- 
tion to another induced by a given small change in the relative prices of 
fish and meat. Finally, if the patterns become identical there are only 
three possible positions of equilibrium. For if the ratio of the price of fish 
to the price of rabbit is greater than a certain value, everyone will opt 
for fishing, while if the ratio is less than this the whole of the labour force 
will take up hunting. When the price ratio is exactly equal to this limiting 
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value, every man will find that he can earn the sime number of cowrie 


shells whichever occupation he takes up and he will therefore be indifferent 
as to the one he enters. It seems reasonabie that the possibility of mental 
breakdown on a large scale ought to be ruled out, and that it may be 
assumed that under these conditions half of the adult males will start to 
fish and half to hunt. 

This example serves to illustrate the fact that when the association 
between outputs in the two occupations is high, the differing rates of pay- 
ment per fish and per rabbit will not be an efficient selective device unless 
the patterns of output in the two occupations are substantially different. 

The other special case arises when the qualities required of a fisherman 
and a hunter are such that Ay Bee, the best fisherman, finds himself the 
worst hunter, while Ell Emm, who ranks fifty-seventh from the top as a 
fisherman, now ranks fifty-seventh from the bottom as a hunter. Wy Zed 
has recovered most of his self-esteem because, although he is still an im- 
possible fellow to trust with rod and line, he now has no equal with 
the snare or the ferret. In general, the ranking of each individual would be 
exactly reversed if the whole village gave up fishing in favour of hunting, 
or vice versa. 

Now it will be found that every fisherman catches at least a certain 
minimum of fish while every hunter bags at least a certain amount of 
rabbits, once the prices and the consequential distribution of the labour 
force have equilibrated supply and demand. Everyone will earn at least a 
given minimum of cowries, and these minimum earnings will be the same 
for both fishing and hunting. The distribution of earnings can be obtained 
by considering that arising in the previous case discussed and then folding 
over the lower section of the distribution with the smaller dispersion and 
superimposing it upon that part with the greater dispersion. 

In this situation it does not matter whether the patterns of hunting and 
fishing performance become the same or not, for the method of selection 
will not be faced with a problem that it cannot resolve. 

In the first instance, it was true that all fishermen had higher earnings 
than any hunters and consequently fishermen might be expected to acquire 
@ superior social status. In the second case, no such broad generalization 
could be ma ‘e, but nevertheless there is reason to believe that even in this 
case fishing would be the right thing for nice people to do. For if a high 
enough level of earnings is chosen, the level being dependent on the prices 
of both fish and meat, it will always be found that, among the men with 
earnings greater than this, fishermen predominate. In this particular 
sense, then, it is true to say that fishing is the ‘better paid’ or ‘superior’ 
occupation. Although this result has been mentioned in the discussion of 
two special cases, yet in fact it has a far more general application. For, 
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whatever the degree of association between individual hunting and fishing 


' performance, and whatever the relation between the prices of fish and 


rabbit, it will always be possible to find a level of earnings above which 
there are more fishermen than hunters, provided that, of course, individual 
performances are more concentrated in hunting than in fishing. An attempt 
to raise the status of hunting by offering increased prices for rabbits only 
increases the level of earnings above which fishermen are in a majority. 


IV 


So far the discussion has been confined to a very simple sort of com- 
munity, but it appears worth while to see what will happen in a more 
sophisticated township. The inhabitants have now found that, once they 
have eaten their fill, there are a great variety of pursuits that can be 
employed to while away the time. The intelligentsia are well aware of the 
undesirability of encouraging monopolistic competition by product differ- 
entiation and it has been ordained that any manufactured article must 
conform precisely to certain approved specifications. Nevertheless, a great 
many different kinds of goods are demanded by the community in widely 
varying quantities. 

The passage of time and the concomitant progress have not altered the 
essential character of this happy people; they still tend to take up the 
eccupation which offers the greatest reward. The existence of many 
alternative occupations makes the results of the selective process rather 
more varied, but even now certain broad generalizations can be stated. 

Fishing still remains the most respected profession although it is closely 
rivalled by the writing of. scientific papers of uniform quality, exactly 
6,000 words long. The catching of rabbits occupies an intermediate posi- 
tion in the hierarchy, while the choppers of wood and the fillers of standard 
size water-buckets are, respectively, the least but one and the least esteemed 
of occupations. In other words, fishing performance is still the least con- 
centrated while the drawing of water is the most concentrated in the sense 
used earlier in this article. Everybody in the community is capable of 
producing some output in every occupation, although in some lines of 
activity there are many men whose potential output is not far removed 
from zero. 

Whatever the prices established by supply and demand and whatever 
the degree of association between individual potential performance in each 
pair of occupations, fishing will always attract most of the good fishermen 
and virtually none of the bad ones. If each association is less than or equal 
to zero or is positive but sufficiently small, given the varying degrees of 
concentration of performance in different activities, every occupation will 
attract a high proportion of the better men and the proportion will steadily 
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fall as less and less able men, in so far as this particular occupation is con- § it may 
cerned, are considered. If these conditions are not satisfied, it will be — with t 
found that the men who are forced by circumstances to devote their lives ] a part 
to providing the water-supply will include a very high proportion of those which 
who are very inefficient water-carriers and this proportion will fall steadily — than : 
as the potentially more efficient water-carriers are considered. In the other | Thus, 

intermediate occupations the proportion of workers of different levels of [tive to 
competence will not increase or decrease steadily with competence as is { line ar 
the case with fishing and watering respectively, but over some ranges of § earnin; 
potential output the proportion will rise and over others it will fall. The Und 
general effect will be that for the higher forms of activity the distribution § whole 

of output of those who take up this occupation will approximate to the § norma: 
distribution of output of fish, while for the more lowly sorts of occupation, At the 
the distribution of output will tend to be like that of the output of buckets § by fini 





of water. range.! 

As in the two-occupation community, there exists a limiting situation The | 
in which the water-drawing profession will attract a constant proportion § groups 
of workers at every level of efficiency in this activity. output 


If conditions are such that it is possible to disentangle the best workers — occupa 
in each occupation while at the same time leaving sufficient competent § Young 
men for the other activities, an increase in the demand for the product of § the wo. 
any kind of industry will clearly cause productivity in that occupation to § Wy Zec 
fall and in all others to rise. If such an unravelling process cannot be § 4t the | 
effectively carried out, the result of such an increase in demand on the § produc 
particular industry concerned will obviously vary, but the effect on pro- § man ea 
ductivity in other activities can be stated more definitely. Productivity § the bes 
in fishing will clearly rise, in science it will probably rise, but nothing can § will ear 
be said about hunting. In the firewood industry productivity will probably § stated « 
fall, while amongst water-carriers it will certainly fall. § there w: 

A further clarification of thought will probably ensue, if two special § while if 
limiting situations are discussed in a little more detail. First, let it now be § carryin; 
supposed that Ay Bee, the great-grandson of the earlier villager of the § can be : 
same name, is the undisputed victor ludorum, for he excels in the catching § provide 
of fish and the writing of theses and can fill more buckets of water in a § section 
year, if he is put to it, than anyone else. In short, he can do everything © If any 
better than anyone else. Everyone has the same ranking in each occupa- § Positive 
tion and poor Wy Zed is as clumsy with buckets of water, and everything § degree c 
else, as his great-grandfather was with a fishing-rod. Then the highest § these ac 
earnings will be obtained by the fishermen and next highest by the writers — ment in 
of theses, while the lowest earnings will be received by the water-carriers. — 
Furthermore, the least earnings of the fishermen will be equal to the 
greatest earnings of the academics, and so on. For certain levels of prices 
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it may not be worth while for anyone at all to enter some occupations, but, 
with this reservation, whatever the relative prices, the incomes earned in 
a particular activity will be greater than any earned in occupations in 
which the performance of individuals is more concentrated and less 
than any earned where individual performances are less concentrated. 
Thus, any attempt to reduce the earnings in a particular occupation rela- 
tive to the others simply serves to reduce the numbers of workers in this 
line and those that remain occupy the same position in the hierarchy of 
earnings as before. 

Under the circumstances described, the distribution of earnings in the 
whole community is such that the logarithms of earnings are distributed 
normally with different dispersions over different sections of the range. 
At the top end of the range the dispersion is at its greatest and it diminishes 
by finite steps as movement is made from the top to the bottom of the 
range.? 

The other situation worth examining is that existing when there are two 
groups of occupations within each of which the ranking by individual 
output is the same in every occupation but such that for any pair of 
occupations taken from different groups the ranking is exactly reversed. 
Young Ay Bee is champion fisherman, hunter, and log-chopper, but he is 
the worst performer at the writing of scientific papers and water-carrying. 
Wy Zed excels at the two last-named activities but is the most incompetent 
at the three first named. When the demand and supply for the various 
products are in equilibrium, it will certainly be true that the worst fisher- 
man earns the same as the best hunter and the worst hunter the same as 
the best log-chopper. Similarly the sparsest output of scientific effusions 
will earn more than the greatest output of buckets of water. It can also be 
stated quite definitely that if a high enough level of earnings is chosen, 
there will be more fishermen with incomes greater than this than scientists ; 
while if a low enough level of earnings is selected, there will be more water- 
carrying incomes below this level than log-chopping ones. Nothing further 
can be said about the intermediate occupations, and this rather odd case 
provides a ‘partial’ exception to the rule stated in the last paragraph of 
section IIT. 

If any two or more occupations, for which individual performances are 
positively associated, are such that these performances have the same 
degree of concentration, it will be possible to find prices of the products of 
these activities that induce equal numbers of workers to take up employ- 
ment in each of these occupations. But if the prices are slightly disturbed 


Such a distribution if plotted on logarithmic probability paper would not appear as a 
straight line but as a series of straight-line segments convex downwards towards the right- 
hand bottom corner of the sheet. 
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from this relationship the total labour force in these two or more occupa 


tions will move into just one of the activities. This is just another example a 
of the necessity for the differences in concentration of individual perfor: | prop 
mances, if the method of selection is to work properly when associations dete 
are high and positive. a bette 
Vv prodi 

work 


The argument has now reached the point where it seems advisable to} 4, , 
try to remove some of the simplifying assumptions on which it has rested chan; 
so far. As progress takes place, or rather as the community becomes} , 4... 
industrialized, which may or may not be the same thing, each worker will iy ; 
not be rewarded by the price which a unit of his product fetches in the § 4,04; 
market, instead he will be paid a wage by his employer. Where this reward § 11, 
is related simply and directly to his output the analysis clearly needs no ie 
modification. If a worker’s reward is not in the short run connected with 
the output he produces in a given period, it does not follow that it is not so 
connected in the long run. For it is an accepted fact that every time-wage f ..4 , 
must be related to the expected output of a worker. Thus, the previous high 1 
analysis, while not seeming to be immediately applicable to real conditions, F gown, 
may be fairly considered to deal with the fundamentals of the situation anyth 
rather than with suy cficial appearances. This sort of approach must also tably 
be valid when dealing with wage systems of the bonus type, which are highe: 
based partly on time and partly upon output. It s 

What will happen as techniques are improved and as handicraft gives# ome, 
way to machine operation ? The answer to this question depends upon the },,, }, 
effect of such innovations upon the concentration of individual perfor-§ , 4:3, 
mances. It is a characteristic of machine operation that only part of hypot 
the time of each cycle of operation varies with operators’ differences inf 4),; y 
skill and aptitude. Machines are run at constant speeds and the machine# 4, ge, 
time for any operation is thus fixed. This means that the outputs of indi-§ thon | 
viduals working with machines are likely to be more concentrated than 
those of people working with their hands at jobs requiring similar skill. 

It may be, of course, that machine working requires human qualities which 

were not needed when the job was done by hand and in this case the change- Int 
over might cause the concentration of individual performances to be} occupe 
lessened. In general, however, it may be expected that the advent of assum} 
machines will increase concentration and hence, other things being equal, § wo,1-¢, 
an occupation will move to a lower position in the hierarchy of activities. § increa, 
If a sufficiently high level of earnings is chosen, fewer workers in the occupa-§ gych a 
tion with earnings higher than this level will be found than was the case occups 
before the introduction of the machines. just en 

More generally, innovations may be considered to be of three kinds.§ he oan 
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There are those which raise the output of all individuals in the same pro- 
portion, those which raise the output of the better workers in a greater 
proportion than the output of the worse workers, and lastly those which 
raise the output of the worse workers proportionately more than that of 
better ones. Whatever the effect of such innovations upon the price of the 
product and the consequential change in the rate of remuneration of the 
workers, the first sort of innovation will, other things being equal, leave 
the status of the occupation, as determined by the highest incomes, un- 
changed. The second type of innovation will raise the position of this 
activity relative to other activities, while the third kind, paradoxically, 
§ will diminish the status of the occupation despite the fact that the pro- 
ductivity of the least efficient has been brought up towards that of the best 


ple | 


ag 68 2s 


workers. 

ee Is this result so paradoxical after all? If ‘anybody can do it’, there is no 
ith | reason to esteem or pay very much for its performance. If only a few 
5 80 persons are sufficiently gifted to reach a moderate level of competence, any 
sort of demand for their services is likely to result in some at least reaping 
ous high rewards. At the moment there is much talk of the evils of levelling 
ms; downwards and of the desirability of trying to level upwards. If there is 
100 § anything in the argument put forward here, the process of levelling inevi- 
tably operates downwards, in so far as any profession is judged by the 
highest incomes which its practitioners may earn. 

It should be apparent that the analysis attempted in this article bears 
some sort of affinity to the theory of comparative advantages. A situation 
has been examined in which individuals’ comparative advantages in various 
activities differ widely. The advantages are of such a nature, due to the 
hypothesis that output is likely to be distributed normally in its logarithms, 
that variations in flat rates of reward per unit of output are never sufficient 
to destroy them entirely, although the number of people who can exploit 
them may be progressively diminished. 


8 





VI 


In the discussion of the primitive community, the assumption of perfect 
occupational mobility was made. For a more advanced society, such an 
assumption leads to an air of artificiality. In the short run, at all events, 
workers will not switch jobs just because their earnings are likely to be 
increased but, if they are rational, they will consider the costs incurred by 
such a change and the differences in the ‘net advantages’ of alternative 
occupations. If, however, the longer run is considered, a worker who is 
just entering the labour force will incur no such costs, provided always that 


he can find employment in the occupation of his choice near his own home. 
4520.2 3 
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The application of the foregoing analysis must therefore be limited to the 
long run. : 

To deal with the problem of costs of geographical movement necessarily 
incurred by a person entering an occupation and with the difficulty caused — 
by worker’s preferences for certain jobs even when no differences in earn- 
ings exist, use must be made of the concepts of the ‘average cost of move- f Tay 
ment’ in terms of the output of the particular occupation and of the} 4, 1 
‘average net advantage’, also reckoned in terms of output. If, then, any 
worker’s most profitable activity is to be found, his earnings in any occupa- §  ynite 
tion must be calculated by considering his ‘notional output’ multiplied by § qua), 
the appropriate piece-rate, where his ‘notional output’ is equal to his 

























actual output less the ‘average cost of movement’ and plus the ‘average a 
net advantage’. mom 
This kind of modification is obviously a very tiresome one and it must# 4 yy 
be hoped that, in general, the corrections necessary are sufficiently small § pena, 
to be neglected. It does not seem likely that they will be of sufficient im-§  , .tiy 
portance seriously to modify the conclusions of this argument based upon § gyer 3 
the more simple assumptions. Nevertheless no deduction based upon the prod 
properties of this naive model ought to be applied to the real world, with- It ; 
out bearing in mind at least some of the assumptions that ought in principle § gisty 
to be removed. index 
Vil § assun 

The results of the previous analysis will now be briefly summarized. It numb 
has been shown, granted the truth of the particular assumptions made,§ #8 4lw 
that the distribution of earnings depends on certain ‘real’ factors, i.e. thef ‘I 
character of the distributions of various kinds of human skill and the stateg * 4” 
of technique existing in different occupations. The desires of the indi- 
viduals in the community for various sorts of goods are naturally of great— where 
importance too, but they are only able to exert their influence within they “"*"" 
framework determined by skill and technique. 

It must be emphasized that the conclusions reached are dependent upon§ Were z 
the particular kind of distribution of individual output assumed at they °"”*” 
start of the discussion. They would not necessarily be true if other types 
distribution were considered. The choice of the particular form of dis ee 
tribution is not, however, an arbitrary one but has a reasonably a derive t 
empirical basis. . 

In an analysis like this there is little chance of stumbling upon new of 
startling truths. Nevertheless, a fairly detailed examination of this so 
seems worth while if only it serves to illuminate familiar and commonplace —* 
phenomena from rather different angles. } This ria 
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THE SHARE OF WAGES IN THE NATIONAL 
INCOME 


By F. H. HAHN 


Tue analysis of distribution, up to now, has always been conducted on 
the basis of the behaviour of an individual firm or industry under certain 
restricted conditions. The modern theory of the behaviour of individual 
units of decisions, however, exhibits a curious lack of uniformity. Indivi- 
duals are assumed to maximize utility in their role of consumers and as 
suppliers of labour, yet entrepreneurs are always assumed to maximize 
money profits. But it is only under very special assumptions that maxi- 
mum money profits are synonymous with maximum utility. Not only is 
it untidy to make two entirely different assumptions concerning the 
behaviour of individuals in their role as entrepreneurs and in all their other 
activities, it is also likely to lead to error in analysis. In particular, when- 
ever production is carried on under uncertainty, it is almost certain that 
producers will not maximize their money profits. 

It is the purpose of this paper! to present a macro-economic theory of 
distribution based on the assumption that entrepreneurs maximize an 
index of utility rather than their money profits. It is well known that this 
assumption interpreted with the greatest generality can only lead to a 
number of classificatory results, for while the sign of the substitution term 
is always unambiguous, that of the income term is not.? To avoid this 


? I am indebted to Mr. G. D. N. Worswick for valuable criticism of this paper. 
* An individual is assumed to maximize his (index of) utility given by 


= f(a, Lqy.0+y Ly), (i) 

f where U is the index of utility and (z, ...z,) are n commodities, subject to the budget 
constraint t=n 

2 Pim =, (ii) 


where 7, is the price of the ith good and I is the income of the individual per ‘maximizing 
period’. The maximum conditions yield us n equilibrium equations of the form 
U,, = Apis (iii) 


where U,,, denotes (partial) differentiation with respect to x; and ) is a Lagrange multiplier 
normally’ interpreted as the marginal utility of income. From these n equations we can 
derive the equilibrium quantities consumed. If these are to correspond to a true utility 
maximum, the second-order (sufficient) conditions yield 


Oa, ox, ; 
ip + 4 < 0, (iv) 


which is the famous Slutzky condition, and when the first term represents the change in the 


" §| consumption of z; when p; changes and incomes are so adjusted as to leave U constant. 


This term must always be negative. For consider two positions X°P® and X’P’ on the 


| same indifference surface. Then maximizing behaviour implies L P°X’ > & P*X® and 


EP’X® >  P’X’, from which we easily find that 5 (P’— P°)(X’—X°) < 0. Putting this in 
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classification (which the reader can always do for himself) we have assumed 
the entrepreneur’s preference function to be of a particular form. This ig | 
equivalent to assuming the income term always to be of a certain sign, 
This assumption has the advantage of enabling us to formulate definite 
propositions which can be tested against actual observed behaviour of 
entrepreneurs. 

Making use of the above assumptions we shall derive an aggregate supply 
curve of output as a function of the net profit margin (rate of profit on 
output). We shall show that in certain circumstances the relation between 
the net profit margin and the share of wages is constant, so that the aggre- 
gate supply of output can equally well be expressed as a function of the 
share of wages. Making use of the relation between the share of wages 
and the propensity to consume, and of that between investment and 
aggregate supply, we shall derive an aggregate demand curve. The 
equilibrium share of wages will then be that share which equates aggregate 
supply and aggregate demand. The similarity of our theory to the older 
theories of the wage fund will then be noted. 


I 
If there is a perfect (or near perfect) capital market, then at any one 


moment of time there will be some individuals on the margin of entre- 
preneurship and some entrepreneurs on the margin of expanding their 


eS 


uti 


wh 


me 





output, or of entering some market other than their present one or produc- 
ing some commodities they are not producing already. We shall assume 
that the factor restraining these individuals from becoming entrepreneurs, 
or expanding their output, &c., is uncertainty or, if we like, the general 
disutility of production. An individual entrepreneur is therefore in equili- 
brium, not when marginal profit is zero, but when the marginal rate of 
transformation of output into profit is equal to his (subjective) marginal 
rate of substitution of output for profit. Whether or not this equilibrium 
is achieved on the basis of mathematical expectations and whether indivi- 
duals ‘quantify’ their subjective feeling of uncertainty, or whether they 
estimate potential surprise, is irrelevant to the present discussion. All that 
our assumption comes down to is that uncertainty tends to restrain indivi- 
duals from enterprise and a high rate of return to induce them towards it, 

We shall assume that entrepreneurs always expect the present state of 
affairs, i.e. price, demand, costs, &c., to continue over their economi¢ 


differential form we have & dpdz < 0. Stability conditions, however, place no restriction 
on the second term in (iv) since the latter can be positive while (iv) as a whole remains 
negative. This second term shows the increase in 2; consumed when incomes rise and is 
normally called the income effect of a price change. For a full analysis see P. A. Samuelson, 
Foundations of FE. ic Analysis, Harvard Economic Studies, 1947, pp. 107-16. 
Slutzky’s result can easily be generalized to take care of the case where the utility fi 
includes not only commodities but also services (normally treated as negative commodities), 
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amed § horizon. We also assume that there is no taxation and that the prices of 


This is } the goods entrepreneurs consume are constant. We can then write the 
| sign, ¢ utility function of our entrepreneur as 
finite 

U = U(P, Ot, E, A), 1.1 
ma ) (1.1) 


where P is profit, O is outlay, and ¢ is the average rate of turnover, Z is 
upply | the amount of the entrepreneur’s own labour, and A is a parameter 
fit on | measuring residual uncertainties undertaken which are independent of 
tween 
P 
ggre- 
of the | 
wages g 
t and 
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0 and ¢. U is an increasing function of P and a diminishing function of 
0,t, and #. If we further assume that there are only two factors besides 
the entrepreneur, labour and capital, and that they all three vary directly 
with output, and if A is constant, we can rewrite (1.1) as 


U = U(P, X), (1.2) 






where X is output. 
Given the demand and cost schedules facing the entrepreneur we can 


yrite P = P(X). (1.3) 


Hence maximizing (1.2) subject to (1.3) we obtain the equilibrium condi- 


tion U, ; 
= P(X). 


Pp 
(The subscripts denote partial differentiation.) These relationships are 
plotted in the diagram (Fig. 1). 

Given the demand and minimum cost conditions, OP the profit curve is 
uniquely determined. J, J, is an indifference curve between output and 
profit. This curve will shift for any change in A or ¢. OR is the equilibrium 
output, and the slope of the straight line OQ (not drawn) measures the rate 
of profit on output. 
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We now make our special assumption concerning the entrepreneur's 
preference function: it will be assumed that the income term is zero, i.e, 
that the above indifference curves are vertival projections of each other! 
This assumption rules out a backward rising supply curve of output and it 
implies a constant marginal utility of income. Backward rising supply 
curves of output, except in one-man businesses such as small-scale farming, 
seem rare and can safely be ruled out. Constant marginal utility of income 
leads to logical difficulties,? and is assumed here only for the sake of 
simplicity. In general our propositions will hold whenever the income 
term is positive, provided we can assume that the marginal disutility of 
producing at constant costs and given expectations increases faster than 
the marginal utility of income (which will always be true as long as the 
marginal utility of income is either constant or decreasing). 

From the assumptions the following propositions can be derived, 
Provided that any shift in the demand curve is an iso-elastic shift (hori- 
zontally), the relationship between profit per unit of output and marginal 
profit will be constant.* Hence the profit OP curves will be projections 
of each other along a line through the origin.4 From this it follows that 
there corresponds only one unique equilibrium level output to any given 
(average) rate of profit. For if there were more than one level of equili- 
brium output which corresponded to any given rate of profit, this would 
imply that there is an indifference curve J, J, which to the right or left of 
Q has the same slope as J, J, at Q. This, however, would contradict our 
assumption. 

It is easily seen that this result will still hold even when the income term 


2 Whenever the marginal utility of income (profits) is assumed constant, then using the 
notation of note 2, page 147, we write U; = constant. Along any line vertical to the z-axis, 
X is constant and hence U, is constant. Thus along such a line U;/U,, = constant. But this 
ratio is the slope of any indifference curve lying on the vertical line. Hence the indifference 
curves are parallel or ‘projections’ of each other along a vertical line as defined above. _ 

® See P. A. Samuelson, ‘Constancy of the Marginal Utility of Income’, Studies in Mathe- 
matical Economics and Econometrics, pp. 75-91. 

® The increase in total profit (marginal profit) is equal to the difference between marginal 
revenue and marginal cost. This by a well-known formula can be written as 


dP 

ax = *(1 :) (1 + ) “ 
where 7 is price, e the elasticity of demand, c is average cost, and 7 the elasticity of the cost 
curve. If now there is an iso-elastic shift in the demand curve as defined in the text, then 
at the same 7, marginal profits will be the same as before, for we are assuming ¢(1+- 1/9) 
constant. Further, at the same 7, P/X, the profit ~, unit of output, will be the same a8 
before. Hence the relationship between average and marginal profit remains constant. 
If we like we can say that an iso-elastic (horizontally) shift in the demand curve causes * 
iso-elastic (horizontally) shift in the profit curve. 

* This follows from 3. For the slope of a line through the origin measures average profit. 
The slope of OP measures marginal profit. Hence, since the shift in the demand curvé 
leaves the relationship between average and marginal profit unchanged, the OP curves must 
have the same slopes along a line through the origin. 
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is not zero but positive, as long as we assume the marginal disutility of 
producing to increase faster than the marginal utility of income. For if 
there were possible to any one profit per unit of output more than one 
equilibrium output, this would imply that the indifference curves are 
projections of each other along a line through the origin. This, however, 
contradicts our assumption concerning the marginal utility of income 
and the marginal disutility of producing. 

It is further clearfrom the diagram is 
and our assumption that the supply 
of output will be an increasing func- 
tion of the rate of profit.1 To any 
equilibrium rate of profit there corre- 
sponds a unique equilibrium output, 
and to any higher equilibrium rate 
of profit there corresponds a higher 
unique equilibrium output. Also 
granted our assumption of given con- 
stant costs (i.e. constant factor ratios 
and prices) and given demand condi- 
tions, there corresponds a unique share of wages to any given rate of profit. 
Since the share of wages is inversely related to P/X (the rate of profit), 
the supply of output will be a diminishing function of W/X (where W is 
the total wage bill). We now further assume that all firms behave in the 
fashion outlined above, so that aggregate supply is also an increasing 
function of the average rate of profit over the whole economy. This sort of 
approach gives rise to all sorts of difficulties known as the ‘aggregation 
problem’. We could always get round this by dealing in as many supply 
schedules as there are firms. But for the purpose of this simple analysis 
we assume that the ‘aggregation problem’ has been solved somehow and 
that a meaningful supply curve for the whole economy can be plotted. 

The supply curve as a function of W/X is plotted in Fig. 2. Given any 
value of W/X we can read off the corresponding equilibrium value of X 
which is compatible with it. Or to put it differently, since in equilibrium 
demand must equal supply, the supply curve shows what the demand 
would have to be in order that any value of W/X should be an equilibrium 
value. In order to complete our analysis we must therefore examine the 


forces determining aggregate demand. 

1 For a producer producing under constant costs and faced with a downwards sloping 
demand curve, average profits will be falling with output. Hence, given our assumptions 
concerning the shifts in the demand curve, the higher the average profit the higher the 
marginal profit. But the higher the marginal profit (the steeper the slope of OP), the farther 
to the right will be the tangency of OP and any indifference curve, i.e. the greater will be 
output. And since the relation between average and marginal profit is assumed constant 
we can simply say that output will be an increasing function of average profit. 
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U | tively) 

; , secon 
Aggregate demand is, assuming a closed economy, the sum of consump- | york, 
tion and investment demand. We shall consider each in turn. aw | 


Consumption is a function of the level of income, the distribution of capit 
income, the rate of interest, the volume of real cash balances (M/P), and redist 
some average of previous incomes. In what follows we shall assume that } 4, « 
the influence of the rate of inturest and the volume of real cash balances 
on the level of consumption is small. Moreover, since our analysis is static 
we shall ignore the time-lag of changes in consumption habits which is 
implied by the term ‘average of previous incomes’. We are then left with 
two main determining factors: the level and distribution of income. 

For our purposes it is immaterial whether the propensity to consume is 
an increasing, constant, or diminishing function of the level of income. 
Such data as are available (although very scanty) seem to indicate that the 
average propensity to consume over normal times does not vary much 
with the absolute level of income. In what follows we shall assume that 
the propensity to save for any share of wages is a constant proportion of 
the level of income. This assumption, however, is in no way necessary to 
our analysis. 

That the propensity to consume is an increasing function of the share 
of wages seems generally recognized. The curve relating the level of 
consumption out of any given income to the share of wages therefore will 
be upward sloping. We shall further assume the slope of this curve to be 
steepest for low values of W/X and less steep for higher values. For 

This assumption is supported by the following considerations. When the | than ; 
share of wages is low, i.e. wage-earners are near or below subsistence,” an given 
increase in that share is unlikely to increase their propensity to save. On Tnv 
the other hand, capitalists will have a high share and hence a high pro- | intere 
pensity to save. One pound taken from the capitalists, of which a fairly } jnvest 
large fraction was previously saved, will, on transference to wage-earners, | gonst; 
be almost wholly consumed. The effect of redistribution on the level of | fore g: 
consumption will therefore be at its highest. When the share of wages is | there: 
relatively high, the propensity to save of wage-earners will also be rela- § sched) 


1 See J. S. Duesenberry: Income, Saving, and the Theory of Consumer Behaviour, Harvard, § Or, to 


1949. brium 
2 It may be thought that the subsistence wage not only depends on the share of wages 

but also on the absolute level of income. This, however, is not so. For if at any value Thu 

Ww (”) gop will ri 

7A: & rie owing 


wage-earners are at subsistence, then an increase in X to X, > X, at the same share of memb 
wages, will mean that employment has increased in the same proportion as X. For we are ment) 
assuming constant returns. Whether or not workers are at subsistence depends therefore — | 
only on W/X and not on X. We 
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tively high. First because subsistence needs are no longer so pressing and 


_ secondly because savings will become a social desideratum as employed 


workers acquire middle-class habits. Capitalists, on the other hand, will 
now have a lower propensity to save since, except in the very long run, 
capitalists’ consumption habits appear to be fairly stable. The effect of 
redistribution in favour of wage-earners on the level of consumption, in 
this situation, will therefore be relatively small. 
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For convenience of diagrammatic exposition the curves of savings rather 
than consumption are plotted in Fig. 3. Each of the SS curves relates to a 
given level of income. 

Investment demand is here assumed to be a function of the rate of 
interest, the rate of change in income, and the stock of capital. Any 
investment demand schedule is only valid so long as the stock of capital is 
constant. Any change in the latter will shift the former. We must there- 
fore start with a given stock of capital, and since we have assumed that 
there is no excess capacity, a given level of income. An investment demand 
schedule must therefore be understood to be valid only in the short run— 
or, to put it differently, our analysis applies to short-period flow equili- 
brium only. 

Thus starting with any given level of income, equal to X,, investment 
will rise more than in proportion to income for incomes greater than Xo, 
owing to the working of the accelerator. For incomes less than X, (re- 
membering that at X, there is only autonomous and replacement invest- 


We shall assume that investment demand is interest-inelastic. This, 
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while probably not completely true, appears sufficiently so for this level of 


abstraction. Lastly, our investment-demand schedule must be understood ; 


to show the amount that would be invested if any given level of income 
were produced. It is therefore a purely physically determined quantity 
(it will be remembered that we are assuming constant factor ratios) and 
takes no account of expectations. Once the level of output is determined, 
the amount invested is also determined. Therefore to each output pro- 
duced there corresponds a given constant level of investment. The 
investment curves are plotted in Fig. 3, J°J® being the investment curve 
appropriate to the level of income X, we start out with (i.e. representing 
the given capital stock). Since, taking X, as normal income, when incomes 
rise above it savings increase in the same proportion and investment more 
than in proportion to income, the intersection of the savings and invest- 
ment curves above Z will continually shift to the left. Below Z the inter- 
sections will lie along a horizontal line since the amount invested remains 
constant. Joining all these intersections we obtain a curve IS which is the 
demand curve for output. 


iit 


In Fig. 4, JS and SS are plotted on the same diagram. The curve J8 
tells us what the share of wages must be in order that the demand for 
consumption and investment should exhaust any given output. The curve 
SS shows us what the share of wages must be in order that any given 
output be supplied. The intersection of these two curves gives us the 
equilibrium value of the share of wages. This equilibrium value is stable 
when SS cuts JS from below. This is so for the following reasons. Suppose 
W/X greater than its equilibrium value, say, OR. But at OR, RP is 
supplied. But when RP is supplied, and investment appropriate to that 
income made, the share of wages for which savings are equal to investment 
is OS < OR. Therefore at the share of wages OR, demand will exceed suppiy 
and prices will rise and, given constant factor prices, W/X will fall. Simi- 
larly for any value of W/X below the equilibrium value, savings will 
exceed investment (there will be excess supply) and prices will fall and 
W/X rise. 

Any fall in money wages will tend to shift the supply curve. The 
average rate of turnover of capital will be increased, or reduced, according 
as the elasticity of substitution (c) is greater or less than unity, for the 
elasticity of substitution will determine the change in the ratio of total 
wages to non-wage payments (the latter being assumed to have a lower 
rate of turnover). In so far as uncertainty is a diminishing function of | 
(the rate of turnover), the supply curve will shift to the right or left 
according as o is greater or less than unity. The supply curve will also 
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tend to shift to the right,! since the amount of money capital used per unit 
of output will be reduced, irrespective of oc. Hence if ¢o > 1, SS will shift 
to the right for the above reason and the share of wages will tend to 
diminish. The demand curve will, however, tend to shift to the right since 
less investment is needed per unit of output. This will tend to increase the 
share of wages.? No a priori solution of the effect of wage reductions on 
the share of wages can therefore be obtained. Exactly the same applies 
to a rise in money wages. 
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A higher degree of monopoly (1/e) associated with any given output, i.e. 
a fall in the elasticity of the individual demand curves facing producers, 
costs being assumed constant, will reduce the marginal profit on output. 
Remembering our assumptions concerning the entrepreneurial preference 
function, the supply curve will be shifted to the left and the share of wages 
will therefore be increased. A fall in the degree of monopoly will shift the 
supply curve to the right and reduce the share of wages (see below, n. 2). 


1 Whenever o + 0, i.e. whenever there is some substitution, the relation between W/X 
and P/X will be disturbed. Hence the supply curve will shift on that account alone. If 
o> 1, then to any value of W/X there will now correspond a greater value of P/X and the 
supply curve will shift to the right. When o < 1, the reverse is the case. 

® If the demand curve did not shift, then when o > 1 the share of wages would diminish. 
This seems to contradict accepted theory. But since we have assumed that output will 


increase, and that 
(3) > (3) 
Ww Ww + 
xX ™ constant xX = constant 


in order that this higher output be an equilibrium output the share of wages must diminish, 
i.e. the propensity to consume must fall. The classical result by which o > 1 increases 
W/X is obtained by neglecting both profits and aggregate demand and assuming supply 
infinitely adjustable. 
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Changes in entrepreneurial expectations, as well as changes in the general 
degree of certainty (however defined), associated with any given situation 
will also shift the supply curve. Adequate allowance for such shifts must 
be made if our diagram is to be used to deal with such phenomena as the 
trade cycle. 

Lastly we may note some special cases. 

(1) If the marginal disutility of producing and the marginal utility of 
income are both constant, all other assumptions being given, SS will be 
vertical. The share of wages is then fully determined independently of 
demand conditions." 

(2) If the amount saved changes with income as the amount invested 
does, then IS will be vertical. This is what economists have called neutral 
equilibrium. The use of the supply curve as long as (1) does not hold, 
however, enables us to determine equilibrium output. The share of wages 
in this case is uniquely determined by the demand conditions. 

(3) Whenever oligopoly and/or price leadership are significant the profit 
curve of Fig. 1 will become discontinuous. This will imply that over 
certain ranges the supply curve will be vertical, i.e. will exhibit a kink.? 
This kink, however, must be in the vicinity of the intersection of the normal 
supply curve (i.e. the supply curve which is drawn on the assumption of 
no oligopoly) with the demand curve. For the farther away it is from the 
latter the greater will be the strain on the discipline of the group. 


IV 


In conclusion, our theory may be compared with that of the wage fund. 
According to the latter, the share of wages is strictly limited by the amount 
capitalists are willing to save and invest in variable capital. The level 
of employment was therefore determined by this amount and the workers’ 
propensity to consume (assumed equal to unity). As the stock of capital 
grew and real wages rose, the share of wages would also increase owing to 
diminishing returns (i.e. the rate of profit would fall). This would make 
capitalists unwilling to accumulate farther, and the share of wages would 
fall again. 


2 A constant marginal disutility of producing implies that the indifference curves of the 
entrepreneur are straight lines, i.e. have constant slopes. Thus the equilibrium slope of the 
profit transformation curve OP (marginal profit) must be constant for all outputs since in 
equilibrium the latter curve is tangential to an indifference curve. We have already seen 
that on our assumptions a constant marginal profit implies a constant average profit. 
Therefore the supply curve is perfectly elastic with respect to average profits. . 

* When there is oligopoly, the producer is faced with a discontinuous profit transformation 
curve. There he will supply certain ranges of output at the same profit margin. For that 
range the supply curve will be vertical. But for outputs falling outside that range, the 
supply curve will have its normal shape, i.e. he will supply more only if average profits 
increase. Hence there will be a kink in the supply curve. 
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There were of course many variants of this theory. According to Mal- 
thus, for instance, the share of wages would be kept constant by a growth 
in population. According to Marx, who allowed for unemployment, the 
rate of profit would fall once full employment had been reached, owing 
to the rise in the organic composition of capital, and this would reduce 
accumulation. 

Our theory has a certain amount in common with these older proposi- 
tions. According to it, a high share of wages by lowering the rate of profit 
will tend to reduce output. At the same time it will increase demand. 
Conversely a low share of wages and thus a high rate of profit will tend to 
increase output. At the same time it will tend to reduce demand. The 
equilibrium share of wages is thus that share for which these conflicting 
forces are exactly balanced. In the population theory, the share of wages 
is kept in check by a growth in population, in our theory by the rising 
propensity to consume and a falling rate of profit. On the Marxian theory 
the share going to wage-earners is kept at a certain level by a falling rate 
of profit, as output expands. On our theory output can only expand 
(except in special cases such as changes in confidence and (1) and (3) above) 
if the rate of profit increases. 

Of course not too much can be made of these points of similarity. Our 
theory is hedged in by numerous assumptions and in any case applies only 
to short-run flow equilibrium. On the other hand, it is -precisely on the 
basis of short-run analysis that latter-day classicals such as Taussig 
attempted to rescue the wage-fund doctrine. According to Taussig the 
amount wage-earners could earn at any one moment of time was fully 
determined by their consumption habits, the output available, and 
entrepreneurial willingness to produce further output. In our theory we 
substitute ‘stock of capital available’ for output. 
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NOTES ON THE EFFICIENCY OF LABOUR 
By P. J. D. WILES 


PART I. AN INTERNATIONAL COMPARISON 


1. Tuts paper arises from an attempt to throw light on the relative effi- 
ciency of labour in different countries. The original work of research was a 
voyage of inquiry among firms which have branches in Britain and some 
other country, it being supposed that they were in an excellent position to 
make this sort of comparison. The results of this inquiry are the nucleus 
of the paper. The author wishes to thank these firms, both their British 
and their foreign branches, for their hospitality and their patience under 
interrogation ; also the sources of the subsidiary information collected. 
But he is more especially grateful to the National Institute of Economic 
and Social Research for providing the not inconsiderable funds, and for 
help and sympathy at every stage. 

Part I, then, consists of a comparison of the efficiency of labour in 
Britain, Belgium, Sweden, and Switzerland; i.e., in four western and 
central European countries not greatly affected by the war. The date, 
unless otherwise stated, is the summer of 1948. ‘British’ means in fact 
English or Scottish: there are no Welsh or Northern Irish examples, The 
word ‘labour’ in this part does not include management, but means only 
manual labour. It cannot be too strongly emphasized that criticisms 
directed against the British manual labourer do not imply that British 
management is in some way better. On the contrary, comparisons with 
foreigners seem to be equally adverse to managers, and the only trouble is 
that the evidence for them is so very much less reliable. For there are no 
relevant statistics, and scarcely any witnesses with sufficient experience of 
masses of managers in more than one country. And even without these 
difficulties the weight, so to speak, of imponderables would be more than 
any evidence could support. 

_We distinguish very sharply between production per head, or labour’s 
‘productivity’, and labour’s ‘efficiency’. The latter is clearly but one among 
many factors affecting the former ; clearly machine-tools contribute more 
to productivity than hard work. If the labour of one country is more 
‘efficient’ than that of another it may still be less ‘productive’, because it 
is worse equipped. Raw productivity comparisons, such as those of Dr. 
Rostas, have quite other purposes than to tell us about labour’s ‘efficiency’. 
Only if the equipment, product, materials, and layout are identical can 
productivity comparisons be used for this purpose. Indeed in such cases 
they form the definition of efficiency, the same definition in fact as is used 





| 

















as & 


ome 
n to 
leus 
itish 
nder 
ted. 
mic 
| for 


r in 
and 
ate, 


only 
sms 


vith 
le is 
> no 








P. J. D. WILES 159 


in examinations, aptitude tests, and all practical measurement. By ‘A is 
more efficient than B’, then, we mean that under identical conditions A’s 
productivity exceeds B’s, or, which is the same thing, that the manage- 
ment considers him a better worker, purely as a worker. Under widely 
different conditions, of course, B might be more efficient than A, but that 
seldom happens with human factors of poduction. Men are not highly 
specific, but can transfer their ability and interest from one job to 
another. 

Labour efficiency seems to consist of three elements: willingness or 
manageability, the amount of physical effort put in, and skill. Skill is 
chiefly—in the four countries that concern us at least—a matter of educa- 
tion, and we have tried to select data that eliminate it. But to compare the 
other two items, which for our purposes may be lumped together as the 
will to work, is to compare a part of the national character. 

It used at one time to be a favourite theme of ‘progressive’ thinkers that 
you cannot scientifically generalize about national character differences. 
Now while it is true that biologists have found no pure races, and have 
exploded much nonsense about hereditary differences, certain of these 
latter are admitted to exist. Much more important, however, we are told, 
in the psychological field, are environmental differences, and we are asked 
to assign to this class many phenomena that popular ignorance has deemed 
hereditary. This is all that biologists have said ; they have not told us that 
there are no national character differences—they have merely warned us 
against crude propaganda or folk-mythology and against the attribution 
of cultural differences to hereditary factors. Indeed it is perfectly clear that 
judgements of national character can be made. It is a fact of common 
observation that Italians are excitable, Spaniards proud, and Swiss 
bourgeois. Often indeed statistics demonstrate such generalizations. For 
many decades suicide rates have been high in central Europe, illegitimacy 
rates in Germany and Austria, and so on. It therefore needs no apology 
if an attempt be made to discover whether the Briton is more or less idle 
than the Swede, Swiss, or Belgian. The methods may be unscientific, but 
the posing of the question certainly is not. 

It appears certain that, climate apart, there are no racial (i.e. hereditary) 
differences in the will to work, only national (i.e. environmental) ones.? 
It is unquestionable, for instance, that all immigrants work harder in the 
New World than they did in the Old. But it is doubtful if any particular 
race of immigrant shines most. To be sure, English labour used to be 

1 Though they usually go together, manageability and physical effort are really quite 
separate. American labour is certainly more manageable than British, but surely less 
willing to exert physical effort, at any rate of an unpleasant kind. Thus though our 


superiors as industrial workers Americans are inferior infantrymen. 
? Cf. L. Ord, Secrets of Industry, pp. 53-54. 
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unpopular in Canada—advertisements offering jobs often contained the 


phrase ‘no Englishman need apply’; but many Canadians are of English 
stock, so we may safely say that this only means that Englishmen are 
slower to change their tempo, or start from a lower tempo, than other 
Europeans. It may therefore be concluded that most of the factors in- 
fluencing labour efficiency are cultural, not biological. But it does remain 
true, of course, that in hot climates coloured labour is better on the whole, 
and vice versa; to this extent biological factors certainly count. 

When we venture outside the circle of white races the differences in the 
will to work become enormous, and have obvious commercial consequences, 
Afr*cans were imported to pick cotton in U.S.A. because Red Indians 
would not do. Indians were imported to East Africa for the railways and 
plantations because negroes would not do. The middle classes in south-east 
Asia are very often Chinese because the natives are too idle, too stupid, 
too honest, or too feckless. Even among the white races Jews, Armenians, 
and Greeks occupy very special economic positions largely owing to their 
national characters. 

Next as to the methods employed. The principal method was to visit 
firms carrying on production in Britain and one of the other three countries 
at the same time. These firms were then asked what the general opinion 
of management was as to the relative merits of the labour forces they 
employed, and whether this could be supported with statistics of P.M.H. 
for such jobs as were carried on with identical machinery, layout, materials, 
&c., in both places. Most often these statistics were not available, even 
for quite small subdivisions of processes, as there is always some difference 
between one productive set-up and another. However, such meagre 
statistics as became available are presented in Table II. Other indices of 


labour efficiency taken are: the length of shop and office hours, the per- 


centage of absenteeism among miners, and the weight of bricks usually 


carried by a builder’s labourer. The merits and demerits of these methods 


fall next to be discussed. 


2. General difficulties appertaining to labour efficiency com- 


parisons 


i. Ceteris are never paribus. As we have seen, the prime condition for 
efficiency comparisons is a perfect similarity of circumstance. After en- | 
suring that product, raw material, tools, and machinery are identical, we 


may still find factors vitiating the comparison, for instance: 
(a) Age and sex of labour are not identical. 


(b) The scale on which the process is carried on differs, with the result that there | 
is less flow production and a higner proportion of skilled to unskilled labour in” 


a small factory. 
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The quality of managerial leadership may differ, particularly among the 
Re foremen. 

glish (d) There may be a difference in the incentive effects of the wage-payment 
a are system. 

other (e) One works may be newer and less experienced than the other, or still be re- 
oi covering from a war or other upset. 

| (f) The layout of the plant may be quite different. This is a highly important 
main point often neglected. 

hole, (g) One small consolation: belt production and radical re-deployment of labour 
often leave actual machining processes on individual machines quite un- 
changed. So the times for these can be fairly compared between large, well- 





n the managed factories and primitive ones. In all cases, of course, setting-up time 
nces, must be excluded. 


liang (h) Many machines run at a constant speed which in no way reflects the operative’s 
skill—textile cards and combs are very good instances of this. But a very 


and fair idea of the relative efficiency can in such cases sometimes be got by 
-east simply comparing the number of men per machine and altogether neglecting 
1pid, output. Such comparisons have been used below as being of equal value with 


‘ P.M.H. comparisons. 
— (i) But when this alternative method of measuring P.M.H. is used we must 


their remember that management may be deliberately keeping P.M.H. down for 
what may be excellent reasons. For the cost relationships of labour to capital 
may be such as in country A to require high loom-utilization and low weaver- 


vv utilization, and vice versa in country B, even though warp, weft, loom, 
tries weaver, and cloth are in physical terms identical. In practice, of course, no 
nion such simple case arises; the cost relationships are merely one factor among 
they many causing differences in the number of looms per operative, others being 
LH the likelihood of breakages, the thickness of weft on the pirn, the quality of 
oe cloth required, &c. Happily most of our statistical comparisons are drawn 
rials, from the engineering industry, where many cases exist in which the speed of 
even the machine is an excellent measure of P.M.H., as the ratio of one man one 
oul machine is unalterable. 


agre— ii. Are qualitative or quantitative judgements best? There is a wide- 
28 of § spread tendency to regard statistics as in some way more ‘scientific’ than 
per- | facts which cannot be demonstrated by numbers. Whatever justification 
ally this attituce may generally have, it has none at all here. The statistics 
hods § here presented are probably less reliable than the answer to the simple 
| question, ‘Do Belgian workers work harder than British ?’ This is because 
| the only useful figures are those which give the Jabour requirement for 
»m- | *bsolutely identical processes in absolutely identical circumstances, and, 
} 43 we have seen, these conditions are practically never fulfilled, whereas 
for the opinion of a reasonable man can give us some sort of guide under only 
} approximately similar conditions, which obtain fairly often. 
aa: +. : 
wel. Dispersion about the average. There are, of course, far greater 
’ “| differences between the firms and individuals of one nation than between 
} the averages of two nations. But there are probably also as great differences 
q between regional averages within one nation, as between national averages. 
} The point is elaborated below (iv (c)). 
iv. Isolated comparisons though genuine enough in themselves may be 
4520.2 M 









instance: 
(a) It is possible for one country to take a certain industry more seriously th 

another. When a cvuntry specializes in an industry this means more than the, 
mere fact that it produces a certain group of products on a large scale and 
exports them. It means that this industry has a good reputation in the country 
and attracts more than ite ‘ordinary’ share of ability. Thus in Sweden the 
engineering industry attracts the best of both managers and craftsmen. The 
technical schools, the universities, and the government will all combine to 
favour this industry in various ways. The social status of workers in it will be 
higher than that of similar workers in other trades, thus attracting the best 
of them too. 
One works is situated in a district noted for its traditional skill, say a small 
engineering village in Sweden, while the other is in an area that has never 
provided this precise type of labour, say a London outskirt. Again and again 
managers in London spontaneously stated they could equal the parent foreign 
company’s time if they were located in the north or midlands. It is, of course, 
true that industry much overrates the importance of traditional skill, as wag 
many times shown in the war: if radical re-deployment of labour is necessary 
it is easiest done away from the traditional area. But where the craftsman is 
still supreme it does appear that traditional skill is very important. 
There can be serious regional differences in the will to work within one country, 
If then of two factories compared one is situated in an ‘industrious’ part of 
country A, the other in an ‘idle’ part of country B, the comparison is vitiated, 
Here again the Londoner comes off worst. There is universal agreement that 
he is more idle than British workmen from other parts, 80 comparisons between 
London and, say, Stockholm, operate unfairly to the disadvantage of the 
United Kingdom. 

As to these possibilities, no evidence apart from hearsay is given here that 
there are regional differences in labour efficiency. The subject seems to be 
worthy of study, using the technique of questioning ‘inter regional’ firms, 
Some work has been done on this in U.S.A., where the south is often alleged 
to be an ‘idle’ area. Evidence shows, however, that this is not neces 


the case.* 

v. One must be careful with the output used as the numerator in the 
productivity fraction. The output of ticket collectors is tickets collected, 
not passenger miles, and so on. 

vi. The Englishman dislikes the appearance of working more than work 
itself. Certain foreigners—Egyptians and Americans, for instance—aré 
of very opposite temperament. The Englishman prefers to hurry, if at all, 
with dignity, and to hold back a part of his personality from the immediate 
task. He may be a better, because a more steady and continuous, less 
flashy worker than the foreigner, and it is thus very easy to underestimate 
the amount of work he is actually doing and its efficiency. Many foreignes’ 
probably make this mistake.” 


1 J. W. Markham, American Economic Review, March 1943; R. A. Lester, Journal of 
Political Economy, February 1946. The inferiority of southern English labour is as old ag 
Marshall (Principles, bk. ii, ch. 3, § 3, note). ¢ 

2 Cf. A. Shadwell, Industrial Efficiency (2nd ed., 1920), pp. 372-3. 








P. J. D. WILES 163 


3. Difficulties peculiar to the study of international firms 

i. Much the majority of those questioned belonged to management, not 
labour, and in many cases there was a pronounced anti-labour bias. But 
this operates in the disfavour of all nationalities impartially, and should 
not bias comparisons. That only management should be interviewed was 
inevitable, for it is mostly managers who travel; their opinion is also far 
less likely to be biased by nationalism or personal reasons than labour, and 
their capacity to generalize will naturally be greater owing to better 
education. Only where there has been migration can one get useful work- 
men’s opinions ; compare 4 below. 

ii. Nationalism. On the whole this does not appear to play a very large 
part. Management in international firms is so intensely aware of the 
dangers of nationalism in the internal politics of the firm that it is scru- 
pulously—and successfully—avoided. There was almost always substan- 
tial agreement between members of a single firm, and occasionally citizens 
of ‘neutral’ nations were present and expressed the same opinion. 

iii, The management of an international firm is more likely to insist on 
high standards, and somewhat unusual ones perhaps from the point of 
view of one of the two nationalities it employs. It is likely to iron out 
national differences and make labour efficiency more similar than in the 
general case. By standardizing its hiring system it may select individuals 
not typical of the nation. 

iv. Similarly the trades engaged in by international firms are un- 
sheltered. Clearly labour will tend to be more efficient in these than 
elsewhere. 

v. Another element of bias that could not be eliminated is that managers 
# read the press and in a few cases may rot have been giving their own 
opinions on matters within their own experience; they may have been 
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he unconsciously quoting such articles as ‘the Carrot and the Stick’. 
| vi. Another element of bias creeps in when one asks a manager to com- 
ork pare past labour efficiency with present. He will be strongly tempted to 
are} “aim a decline, just as a working man will claim his standard of living has 
all, declined. Everyone is laudator temporis acti, everyone enhances his own 
iatey Worth by showing how much his difficulties have increased, everyone likes 
sagt 10 grumble. Class feeling also makes a difference here: very conservative 
ate} Managers are bound to claim that labour worked better in the past. 
ers}. Lake one thing with another, the questioning of international firms is 
‘} the best possible method of comparing labour efficiency. For one thing 
the expert is ready to hand. No man, not even an industrial consultant, 
“ ff let alone an economist, can really know very much about more than, say, 





three industries during his lifetime. In order to compare efficiency in two 
1 The Economist, 29 June 1946. 
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works one needs at the very minimum three years’ experience of that 
industry. Yet by the method under consideration one can take experi 
opinions in a different industry every day. Of course the greater the 
questioner’s technical knowledge the better, but his common sense and 
judgement of people are vastly more important. The- second great 
advantage is that independent works are almost invariably incomparable, 
Only when they are under one direction is there even a chance—and then 
only a slender one—that the infinite possibilities of variety should be 
reduced to a manageable compass.! 


4. Difficulties peculiar to the study of migrant labour 


One might suppose that a perfect comparison of labour efficiency is 
possible where workers of various nationalities work side by side. But it 
is not fair to judge a nation by its emigrants. For usually they are the 
best and most enterprising individuals, or sometimes at the other extreme 
they are demoralized refugees, not possessing the requisite skill. In either 
case trade unionism is bound to be abnormally weak. Furthermore, the 
desire for money will be strong and the desire for leisure weak. There may 
also be a tendency to show off. Again the climate may differ significantly 
and of course every sort of psychological influence will disturb the com- 
parison. General comparisons based on many instances over a long period 
of time may be well enough. It is, for instance, incontestable from this 
sort of evidence alone that Englishmen do not work so hard as Canadians 
or Americans: a multitude of witnesses? in all walks of life is practically 
unanimous on this. But more isolated comparisons are not of much use, 
Unfortunately there is little migration of labour between the four countries 
treated here. 


5. Final caution 
In rare cases the diligence of labour may have the effect of lowering 
P.M.H. For by willingness to work long hours a workman may prolong 


1 A striking and convincing demonstration of the inferiority of European to American 
labour, based entirely on this method, is given by L. C. Ord in Politics and Poverty, ch. 6, 

® e.g. A. Shadwell, op. cit., pp. 373-4. Parts of this bear quotation: ‘. . . Workmen do 
work harder, and very much harder, in America; not in every case but taken all round. It 
is not a conclusion derived from limited observation only, but rests on the unanimous 
evidence of the most unimpeachable witnesses. ... American factories and workshops 
swarm with English workmen, foremen, and managers. I have talked with many of them in 
different trades and different localities and they all said the same thing.... The workmen 
cannot explain though they admit the difference. I asked a (weaver) from Kidderminster. 
I said, ‘““You not only have longer hours here, but you work much harder while you are at it.” 
“Yes, that is so”, he answered. “If you were asked to do half as much at home you would 
go out on strike.” He laughed and admitted it. ‘How is it then?” He scratched his head 
and could not tell.’ Cf. also L. C. Ord, Secrets of Industry, pp. 53-54. Personal contact with 
Americans will almost always yield corroborative evidence of this point, and the reports of 
the Anglo-American Productivity Council’s teams, of which British trade unionists are 
usually members, appear to be unanimous in the matter. 
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his efforts beyond their proper usefulness. The only example here that I 
can think of is shopkeeping. Clearly on any reasonable definition of 
labour efficiency that of the shop assistant who works long hours is greater 
than that of his competitor who does not. Yet his P.M.H. will be lower, 
for customers will not buy much more from him in toto, but will merely 
spread their purchases over his longer hours. So this is a case where P.M.H. 
is not merely an unreliable guide to labour efficiency but positively points 
in the wrong direction. In shopkeeping the working week is the best labour 
efficiency index, although it tells us in fact nothing about skill, only 
diligence. ‘The simple comparison of hours worked is in fact very illuminat- 
ing, particularly where the individual is in control of the number of hours 
he works. To a certain extent the same is probably true of office workers. 
The hours of shops and offices are therefore included in this study. They 
are, of course, influenced by legislation, but this legislation itself is but a 
reflection of the people’s attitude to work and consequently does not 
vitiate the comparison. A genuinely vitiating factor would intrude if in 
one of the countries compared the workers affected were seriously dis- 
contented with their standard of living. For instance, if all Belgian shop- 
keepers had greatly lost in real income during the war they might now all 
be keeping longer hours in order to earn more: whereas the Swedish shop- 
keeper, more content with his present income, would have no such incen- 
tive. But this case does not appear to have arisen. 


6. The data from international firms 


We now turn to the actual facts about labour efficiency. In this section 
are given the results of the inquiry into eighteen international firms during 
1948, 

(a) Table I on page 166 summarizes the answers to the question, ‘Do 
you consider that in 1948 your foreign labour is more or less industrious 
than your British ?’ 

(6) No firm, except No. 10 in Table I, thought the pre-war comparison 
would have put its branches in a different order. But many firms were 
rather vague about this subject. 

(c) Table II on page 167 gives a statistical demonstration of (a). 

(d) The degree of skill depends on local tradition and on training. It 
scarcely reflects—at any rate within the compass of western Europe—any 
hereditary differences. It means very little for our purposes when we 
discover that in some Swedish town woodworkers are more skilled than 
in the London area, or that an old-established firm in England finds 
difficulty in getting the requisite craftsmen in Brussels. We must be 
content with the general opinion that ceteris paribus—and I should not like 
to be pressed for too close 4 definition of that phrase in this context—the 
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Tas I 
Firm | Old tablished Answers to questions 
number| in (country) | Switzerland | Sweden Belgium 
1 Britain < ee More 
2 Britain s se More 
3 Belgium, then | (‘Weare the wi More 
Britain same as Pe 
in Belgium’) 
4 Britain . e No difference 
(see note i) 
5 Sweden ee ?No 
difference 
6 Switzerland More 
7 Switzerland More ‘3 
8 Sweden R More ("We mi are bet- 
ter than in 
Sweden’) 
9 Belgium i ie More 
10 Sweden vs (see note ii) oe 
ll Switzerland More aks 
12 Britain More ap 
13 Sweden ne More “Be 
14 Sweden s More “7 
15 Belgium e* i More 
16 Sweden a More > 
17 Britain More More More 
(and also 
better 
than in 
Switzerland 
or Sweden) 
18 Neither country Less 
(see note iii) 

















Notes: 

i. This case is a firm enjoying a quite exceptionally good reputation as an employer in 
both countries. All the managers spoken to were English: they believed the difference was’ 
in the eye of the beholder, and that an unprejudiced observer would see little in it. 

ii. This firm produced a contradiction. in Britain, where there is now an excellent 
piece-rate system, the Swedish manager considers he can beat Swedish times. In Sweden 
they do not believe hira. Before the war Swedish times were better. 

iii. The reason for preferring British labour is that it is more willing to work overtime and 
shifts. Otherwise no difference is seen. sack Renn Hueperr atone Aumuemhane beta: 
unionized, 





Briton is quite as skilled as the Swede or the Swiss, and more so than the 
Belgian. Firm 17, who have a wide experience of the matter, put the} 
Belgians first and the British last, but this is certainly not the ordinary 
view. . 

The comparisons given in (a) and (c) practically eliminate the factor 
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Taste IT 
Foreign P.M.H. as percentage of British 








‘Rival 
Firm P.M.H. | nationality 
number Notes relative of firm 
15 One process only 129 Belgian 
18 Two identical factories Swiss 
(see note iv): 
1947 91 
first half 1948 83 
12 One process only 125 Swiss 
9 Process A (see note i) | 121 Belgian 
B 113 
C 125 
D 102 
E 113 
8 Process A (see note ii)| 141 Swedish 
B 160 
C 142 
D 158 
Ez 140 
F 162 
G 157 
H 164 
J 163 
K 181 
L 133 














Notes: 

i. In firm 9 the British branch is newly established and does not consider itself settled 
down. Scale is larger in Belgium, but there is no technical reason why this should matter. 
The Belgian figures are slightly underestimated, on the other hand, as they refer to a 
standard time which is normally exceeded. The British times are actual times. 

ii. Firm 8 supplied the times allowed by the rate-setters, not the actual times achieved, in 
all cases. Sweden has longer runs in processes A, B, and CO, and better machinery for the 
rest. But the British branch estimate that the Swedish advantage on that account is very 
slight for processes A, B, C and not much greater for the rest. It is not thought that the 
actual times would present a different picture. 

iii. Firms 18, 12, and 15 supplied actual times only. 

iv. It is most unfortunate that the only favourable comparison for Britain (that of firm 
18) is the least reliable of a rather unreliable lot. There must, of course, be small differences 
between the factories, and a host of upsetting factors neglected. It was this firm that took 
the investigator least into ite confidence. 


skill by concentrating on semi-skilled operations. The statistical com- 
parisons furnished by firm 9 contain an element of skill, however. 

(e) Restrictive trade-wnion practices, in the experience of the firms visited 
are unknown in Belgium, practically unknown in Switzerland, rare in 
Sweden. But they are very commonly complained of in Britain. On the 
other hand, there is in all four countries a natural reluctance on the part 
of individuals to work overtime or shifts ; the only difference here is that 
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going against the will of individual workers. (But on the higher levels the 


British trade-union movement is easily the most advanced and co- 


operative; there is nothing to compare with the T.U.C.’s productivity 
drive in any of the other three countries, a curious contrast with our 
sad position on the lower and more important levels of trade-union 
activity.) 

(f) Nothing special emerges about discipline, absenteeism, punctuality, 
Afternoon and morning tea breaks are more common in Britain, and have 
a knack of prolonging themselves which is perhaps more pronounced than 
elsewhere. Our tea habit makes the most unfavourable impression on 
foreigners, even biasing their general picture of us. T'idiness and orderliness 
in the factory, in keeping gangways clear, putting tools away, not wasting 
material, &c., is of course most marked in Sweden, where it has probably 
been pushed beyond the point where negative returns set in. The Swiss 
have a high standard in this, the Belgians a low one. The British are a 
little lower still. 

(g) It would be as well to note how far the various upsetting factors 
noted in sections 2 and 3 were eliminated in questioning these firms. 


(i) Age and sex of labour. Sex was always ruled out, but age differences have not 
been allowed for at all. They would not count in the type of industry investigated. 
(ii) Seale of production has always been allowed for. (iii) The quality of the welfare 
services provided seldom differed very significantly within one firm. Where it did, 
national character must be taken into account: for Swedish workers insist on social 
services and other forms of communal provision that Belgians would reject with 
contumely. In this scale Britons are nearer to Swedes and Swiss to Belgians. There 
is also the tendency of firms situated in the country to provide more services than 
those in towns. It was not thought by any firm that variations in the quality of its 
welfare services were an important factor. (iv) The quality of managerial leadership 
could not be judged. But presumably it is most nearly even in international firms, 
Only one firm, No. 1, tries to impose a strong national bias and ‘way of life’ on its 
foreign (or at least its Belgian) branches. But this firm is neither British nor Belgian. 
For the rest national idiosyncrasies among workers and managers were not frowned 
upon. (v) No comparisons have been made between workers paid on widely different 
systems, with the possible exception of firm No. 10, already noted. (vi) Comparative 
newness and inexperience of the firm is indicated in the second column of Table L 
(vii) It is not my impression that any source questioned was simply quoting the 
prees and not his personal experience. But the fact that the investigator was 


British, and alleged interest on the subject in Britain as a reason for coming, may 


have caused people to tell him what they thought he wanted to hear: clearly no 
British investigator would come if it was not pretty generally suspected that British 
workers were the most idle. (viii) Finally, as has been mentioned, the will to work 
may vary between districts within a country. Industrial opinion attributes a lower 
than average will to work to south-east England, Wallonia, French Switzerland. I 
was not able to check this opinion in any way, but if we accept it the British branches 
of the following firms are in south-east England and therefore in an ‘idle’ area: 1, 3, 


8, 9, 10, 14, 16, 17. Two of the firms are in Scotland, but to say which would reveal 


their names. All Swiss factories, except that of firm 18, are in German Switzerland, 





trade-union opposition to these things is most marked in Britain, even 
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and therefore in an ‘industrious’ area. “They live to work, we work to live’, say their 
French-speaking fellow citizens. Firm 9 in Belgium employs mainly Walloons, that 
is ‘idle’ people. 


7. Hours of work 


(a) We take first the ‘standard’ working week for manual workers in 
industry. This gives us some idea of the hours a nation thinks ought to 
be worked ; it is the answer to the simple question, ‘How long is your 
working week?’ In other words, it is the norm or basis of calculation for 
wage rates. The actual number of hours worked is, of course, affected by 
the state of trade and is less satisfactory. 

The figures for 1948 in the international firms quoted above are: 


Taste III 


Britain Sweden Switzerland Belgium 
44 48 48 48 


With exceptions in each country, mainly progressive firms with shorter 
working weeks. 
(6) Shop opening times, 1948. Small family shops only. 


TasiE IV 
Britain: 9-5 or 6 with Sundays off and one half-day a week. 
Sweden: 8 or 9-6. Sundays off, except that provision merchants are open 


for 1 or 1} hours. Many shops shut at 3 on Saturdays. 

Switzerland: 7.30—6.30, Saturdays 7.30-—5 or 6, Sundays off. 

Belgium: any time-any time. There are no regulations for shop hours in 
this country, and closing times vary between 6 and 12. Sundays are off. 


These figures are very approximate. There are numerous local excep- 
tions. For instance in some English towns there is one late night a week for 
the benefit of factory workers; in Lucerne longer hours are permitted 
during the tourist season, &c. In each country certain classes of shop have 
longer hours and certain Sunday openings are permitted. Again, in 
each country the salaried workers of larger shops do a 48-hour week (in 
Britain about 41 hours). Breaches of the regulations are frequent. In 
Belgium the hours worked depend partly on the state of trade. Recently 
(1948) they have lengthened, as trade is worse. 

Shop hours worked may be longer or shorter than the actual wrotking 
day of a shop assistant. He may take time off or do shifts. He may have to 
turn up before opening or stay until after closing. Nevertheless Belgium 
clearly works the longest hours and Britain the shortest. 

(c) Office hours, 1948. As in (a), these are ‘standard’ hours. Although 
not affected by the state of trade, they will be subject to other exceptions. 
Progressive firms in all countries work fewer hours, and there is a tendency 
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to work fewer hours in capital cities.1 The especially short hours of 
London, however, are partly due to the uniquely long journey to work of 
the London bureaucrat. If we count his travel-time the latter is a distinctly 


hard worked man. The figures are: 


TaBiz V 
Britain Sweden Switzerland Belgium 
40 44 44 44 
In Belgian offices Saturday work is not uncommon still. A business man 
may expect his telephone to ring on Saturday morning. 


8. Bricklaying 

It might be thought—and it was often suggested to me by businessmen 
in other industries—that bricklaying was a perfect field for labour- 
efficiency comparisons. It certainly is not. On closer inspection the 
complications and difficulties in this field are overwhelming. They include; 
the proportion of assistants to bricklayers ; the quality of the mortar ; the 
quality of the work (e.g. how carefully a brick must be pointed) ; size and 
shape of brick ; whether wages are for piece work or time work (in Ziirich 
piece work has been known to double output) ; type of wall (e.g. how many 
windows and corners, how many bricks thick, if there is a space in the 
middle how it is dealt with); and the type of the wall in turn is governed 
by the type of construction considered typical (e.g. in Sweden blocks of 
flats, in the other three countries small houses; even the typical civil 


engineering constructions are often widely different). Above all, and in 
itself enough to choke off the researcher, there is the incredible variety of 


answers received (e.g. in Brussels figures varied between 600 and 1,050 
bricks per 8 hours; regional differences are also marked). Nevertheless 
there is a very general opinion that British bricklayers do less work than 
their foreign counterparts, an opinion so unanimous that weight may 
properly be attached to it. . 


There is, however, the weight of bricks normally carried on a man’s back. : 
This is less open to dispute. In Stockholm the bricks are carried by means — 


of a chain passed round a pile of them ; the chain has rope ends which the 
workman grips. In Ziirich they are carried on a little wooden framework 
which fits like a rucksack. In England the hod is used. In Belgium bricks 


are seldom carried on a man’s back. The figures are (kilos per load, 1947-8): 
Tasie VI 
Britain (Midlands) Stockholm Ziirich Belgium 
30-40 85 50 ee 


? A phrase covering both Berne and Zirich. 
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It has been objected that these figures do not allow for rests in between 
loads, which may vary inversely with weight of loa‘i. There are no data for 
this, as a workman never carries bricks for long; but it is suggested that 
the objection is at most not likely wholly to outweigh the superficial 
conclusion that the heavier the load the greater the performance. The 
amazing Swedish figure has been carefully checked. 


9. Coal mining 

Labour-productivity comparisons are easily obtained in this industry 
but shed even less light than usual on labour efficiency. For not only does 
equipment vary as in any other sphere, but also the variations in the factor 
‘land’ are of quite unwonted importance. However, we are lucky in 
another way: mining is so unpleasant that it gives rise to very high 
absenteeism, and the individual effort of the worker is so important that 
this absenteeism is recorded and studied. It is moreover a very fair in- 
dication of the will to work in normal conditions. For while it tells us 
nothing directly about ca’-canny and idleness while at work it can hardly 
fail to be positively correlated with these latter ; besides which, regularity 
of attendance is itself a part of the will to work. 

The Belgian figures below are directly copied from the original source. 
The British figures have had to be doctored, as absenteeism is given as a per- 
centage, not of the gross number of shifts that might have been worked but 
of the net total, after deducting time lost through holidays, accidents, &c. 
This is quite logical, and would not be a serious matter if time lost through 
these other causes were only given as such ; but it is given in the form of 
tonnage lost instead of time lost, and this tonnage has somehow to be 
reconverted into time. This is no easy matter, as the pit staff who estimate 
tonnage lost through these causes do so on principles known only to them- 
selves, and do not employ, indeed rightly do not employ, fixed conventional 
factors. There is not space here to describe the arithmetic involved, but 
it should be said that a satisfactory check is available, which shows that 
the figures cannot understate the British position, but may overstate it 
by 4 per cent. (for instance, total absenteeism may be 9-9 per cent., not 
10-3 per cent.). 

The figures are given in Table VII (page 172). 

Many comments on and qualifications of Table VII are necessary. The 
Belgian mines are not nationalized, but in more important respects 


| resemble the British very closely. There is a Coal Charges Equalization 


Account as in Britain and strict government control; productivity has 


‘} declined catastrophically since before the war, and absenteeism has risen ; 
} P.A.Y.E. affects the will to work; there is, or was, @ coal shortage. One 
} great difference, entirely to the Belgian credit, is the large number of 
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Tasie VII 


Percentage of shifts lost to gross total of possible shifts 
(surface and underground workers together) 








Belgium 1946 Britain July 1947—June 1948 
Strikes 0-68 | 0-5 Disputes 
Technical reasons 0-07 
Injuries . 1-18 | 9-72) 52 | 0-3 | Accidents 
Illness. 7°75 4-9 | Involuntary absenteeism 
Justified abidesiisla 0-72 
Unjustified absences . 4:52 | 5-4 Voluntary absenteeism 
Paid holidays . 1-54 
Local fétes ‘ 0-25} 1:94] 4-0 Recognized holidays 
Funerals . 0-15 
Total ° 16-86 | 15-1 Total 
Length of wosking Length of working 

week (hours) . 48 41 week (hours) 














Sources: A. Verschueren in Industrie, organ of the Fédération des Industries Belges, Sept.- 
Dec. 1947; Ministry of Fuel and Power, Statistical Digests for 1943, 1947, and 1948. 


foreign workers ; 18 per cent. of free workers in 1946 were foreigners, and 
separate figures are not available for them. But this fact hardly makes the 


data unreliable, if we may judge by the absenteeism of the prisoners-of- 


war employed (not included above); this closely resembles that of free 
workers. Some time after 1946 the Belgian miner obtained a so-called 
‘miners’ charter’, a tangible consolation for not being nationalized in the 
shape of pensions, special sickness rights, &c.1 The British figures come 
after the equivalent events in this country, i.e. after the five-day week and 
nationalization. As to the figures themselves, the introduction of the 
British five-day week brought about a large purely statistical drop in 
absenteeism, but in November 1947 an agreement was reached to work 


extra shifts, or in certain mines extra hours per shift, and this must tend to 


raise absenteeism. The figure of 41 hours a week refers to the period after 
November. Matters of definition should not be too closely pressed in regard 
to the various reasons for absence, and in many respects the total figure is 
the most reliable. For instance, the Belgian figure for illness is grossly 
inflated ; for the great social revolution of national health insurance pre- 
dates 1946, and all political parties udmit it has been abused. We are con- 
firmed in this suspicion when we read that ‘illnesses’ are higher on Mondays 
and Saturdays than on other days and twice as high as before the war.? Of 

1 The absenteeism figures for 1948 were, however, almost identical with those of 1946, 

* Again, in an ‘important steel works in Charleroi’ in the month when national health 
insurance was introduced the average percentage of illness rose sharply to more than double 
its previous level, and has remained there for more than two years! The same effect if 


probably now to be seen in Britain (Manchester Guardian, 5 August 1949; The Economiah 
29 October 1949, p. 941). 
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course, @ certain number of ‘unjustified presences’ must have been put in 
before health insurance by those who came to work when they should have 
been in bed ; but these surely cannot account for the whole increase. The 
Belgian strike figures exclude general strikes, and the British ones include 
Grimethorpe. 

It may be deduced from these data that Belgian miners work harder 
than British. For the Belgians have a much longer working week and 
fewer holidays, and this outweighs the fact tnat their absenteeism, taking 
into account the large part of it that is certainly included under illness, is 
significantly greater than the British. This deduction is roughly confirmed 
by the following consideration: before the five-day week in Britain hours 
were about 110 per cent. of their subsequent level, but both voluntary and 
involuntary absenteeism were 150 per cent. Absenteeism thus exceeded 
the Belgian level of 1946 while hours were appreciably short of it. 


10. Miscellaneous comparisons of labour efficiency 

(a) All British families living in Belgium agree that charwomen work 
harder and longer for less in that country. They are also more easy to 
manage! 

(6) Again and again, and spontaneously, it was stated that Antwerp 
dockers work harder than London dockers. This is evidently a fact of 
much notoriety. A very large number of shipowners and crews are in a 
position to make this observation. It has unfortunately proved impossible 
to corroborate it statistically. 

(c) It is a very common practice for a Belgian worker to take extra odd 
jobs in the evening, often at black-market rates. No statistics exist for 
this, but it is undoubtedly commoner than in the other three countries, 
where after-hours work is generally confined to the garden and the home. 
The Belgian occupies himself in these ways too, but also in cafés, garages, 
and minor building operations. The phenomenon is, of course, due to the 
low level « real wages in Belgium, and has little to recommend it. But it 
still shows a decidedly superior will to work. 


11. What conclusions, then, may we draw from this long comparison? It 
seems, first, safe to say that the will to work is strongest in Belgium and 
weakest in England. Of the intermediate countries perhaps Switzerland 
beats Sweden. But if we ask about the efficiency of labour as a whole, that 
is if we include skill as well, the answer is less clear. We have in that case 
no reason to promote the British from bottom place, but may well wish to 
demote the Belgians to an equality with the rest. 

The most interesting question that arises is, without doubt, ‘How far do 
differences in labour efficiency affect P.M.H.?’ The answer of Table II is: 
considerably. But this table must be treated with reserve, and that not 
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only for its inaccuracy. It is well known that differences between indivi. 
dual workers, or small groups of them, are enormous, but we are here 
handling whole nations. Statistical comparisons are only available iq 
processes where the effort of the worker really has some effect on his Little 
output. But in many trades, such as shopkeeping, the correlation ig} me. 
probably inverse ; in still more, such as automobile assembly, the machine (a) 1 
determines the worker’s effort without giving him any choice; and in an could t 
even greater number, such as most textile operations, the machine’s out-| Work 4 
put is practically independent of the worker’s effort. So whereas in certain have ck 
industries, notably in engineering and coal-mining, labour efficiency is an hours ’ 
important determinant of P.M.H., it is not so when all industry is taken period 
together. that w 
But that is in part because we are dealing with north-western or central (6) 1 
European nations; we have been confined to a region fundamentally } the s@n 
similar in race, culture, history, even climate. We have to move outside (ce) 7 
this little circle of nations before such factors acquire real importance. The § ® 44° 
differences between coloured peoples quoted in section 1 overwhelmingly § °P®"- 
influence the P.M.H. comparison, and the difference between U.S.A. and’ will to 
Britain is probably also significant in this sense. I met one case of a (@) 1 
British firm with an American subsidiary where under identical conditions remain: 
American productivity had been double the British, and for a long time. This pl 
Again labour efficiency, or at any rate the will to work, must be more it is - 
important for P.M.H. in primitive than in up-to-date economies, and in industr 
agriculture than in industry. The advance of mechanization and auto- our fou 
matism render it a matter of less concern. =n t 
As to the importance of P.M.H. itself, we have no space to consider if and in 
here ; but it must be borne in mind that it is a most equivocal and dangerous | Work h 
concept. Nor have we space to speculate on the causes of differing labour | *!ways 
efficiency, which would of course be as much religious, social, and political and aft 
as economic. Our task was humbler: to discuss the methodology and kept "1 







present a few facts. ment 1 
inopera 
PART II. A DECLINE IN THE WILL TO WORK? drift fr 

12. The nature of the evidence 
13. Th 


It would appear, then, that Britons work less hard than some foreigners. 
But it may also be maintained that there has been a secular decline in the} ert 
will to work in this country, among both managers and workers. (We thesis « 
include the managers from now on.) This decline is really well known tof (2) 1 
exist. It achieves many passing references in newspaper articles and con- } Y8: 
versation, as if it were an accepted fact. The increase in the will to work § ‘Tt is« 
at the beginning of the ndustrial Revolution has been described by 
Sombart, Weber, Tawney, ard others. It is academically respectable. 
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ivj. | But the subsequent decline has never to my knowledge been systematically 
ore} treated. What evidence in fact exists for it? Perhaps it is so obvious as 
, | not to require demonstration. It is certainly most difficult to demonstrate. 
hig | Little of the evidence is really satisfactory, but I list what has occurred to 
n me. ‘ 
; (a) The mere shortening of work hours, certainly a secular process, 
. an | could be dismissed as due to rising income ; man always wished to do less 
yut- | Work and now at last he can afford to, but his attitude to work need not 
ain | have changed. Nevertheless it is obvious that once we are used to shorter 
,an| hours we are unwilling to go back to longer even on better terms. In the 
ken | period after Dunkirk workers wore themselves out with a working week 
| that would not have seemed over long to Lord Shaftesbury. 
tral} (0) The lightening of the actual tasks performed is open to precisely 
ally | the same comments. 
ide} (c) The drift into white-collar jobs is similar again. Originally it will be 
The | @ question of taking the sort of job one always wanted and at last finds 
gly | open. But thereafter the process is irreversible. The soft job spoils one’s 
ind | Will to do harder work. 
| (dq) Then there is the drift out of hard, dirty, and menial jobs, while 
remaining within the field of manual labour—yet another similar case.! 
This phenomenon is common to many countries; in Britain and Belgium 
ore | it is seen in the mines, in Switzerland in the lower grades of the hotel 
jn | industry. The universal drift from the land (particularly marked among 
to- | our four countries in Sweden) is probably another instance. In Britain _ 
again there are shortages of recruits, foundry workers, and housemaids, 
- if | and in Sweden of housemaids. Miners, however, although their will to 
work has greatly declined, are in this respect a special case. There has 
always been extreme unwillingness to go down the mines, before, during, 
and after the Industrial Revolution. The number of labourers can only be 
kept up by force, or by their own exceptional fertility, or by unemploy- 
ment in other trades. In the Western world all three factors are now 
inoperative, and the result is very plain. We cannot therefore take the 
drift from the mines as unqualified evidence for a fall in the will to work.? 


ARBRE ES 


13. The views of certain observers 

Certain observers may be quoted who have in the past maintained the 
We | thesis of a decline: 
to} (a) The Royal Commission on Agriculture (1894-6), Final Report, § 307, 
n- § Says: 
rk§ ‘It is only fair to state that there were several witnesses who would not admit that 


s 2 





by : 1 Cf. Report of Royal Commission on Population (1949) (Cmd. 7695), §§ 326-7. 
® Cf. I. Redford, Labour Migration in England, pp. 48-51. 
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the labourers of the present day in their districts were at all inferior to those of f mer has gro 
times ; but a general opinicn exists among farmers that less work is done during [grouse « 
given time than formerly.’ q i workmé 
The caveat of § 3 (vi) is relevant here: it was only human nature that . 
farmers should make this complaint, even if it was untrue. Mr | 
(6) But then there is this interview, quoted with obvious approval — ch 
agreement by a Fabian: | 
‘f twentie 


‘On this great farm the piece-work principle was in force. ‘‘So if a man wastes his 
time he wastes what is his own”, said my informant. The scale of pay was high for the dec 
the district. “With these wages the men save, I suppose ?”’ I said. “No, never. It § Vicario 
goes as it comes. The men who get most don’t live more comfortably than the others,” (e) T 
“Do they take much interest in their work ?’’ “‘Not the very slightest. If it were not in 1923 
for the piece-work plan we might as well give up.” “Are the men who are now iff 
their prime as skilled in their work as the old men used to be?” “There is no com: for whe 
parison.” He referred to an old laborer who possessed nine arts. I will count them year th 
up. Hedging and ditching (in two varieties), dry fence making, rick building, ‘He is 
thatching, hurdle making, sheep-cage making, mowing, brewing. ‘You have no fii, he: 
laborer who can do the same now?” “No, not one of them.”’’ iin a 
(Lieut.-Col. D. C. Pedder, The Secret of Rural Depopulation, Fabian Society, 1904,) allotted : 


Neither of these authorities offers any explanation of the decline. During 
the previous 50 years the condition of the agricultural labourer had de- 
finitely improved, notwithstanding the agricultural depression. Lieut.-Col.. 
Pedder indeed draws a convincing and horrifying picture of the social 
oppression of the squirearchy in the English country-side, but makes no 
claim that it had been getting worse—nor indeed could he, for it wal om to 








clearly getting better. i those 
(c) But an explanation is offered by the Royal Commission on Labout they. V 
of 1894: ¥ evidencs 





‘The efficiency of the labourers at the present time is, generally, but not universally, The b 
said to be less than it was in past days, and the result is attributed to the migration 
of the more active and intelligent labourers. Allowing for the natural habit of depre- opportu: 
ciating the present and exalting the past, it seems reasonable to suppose that if theg teenth c 
class of agricultural labourers is continually drained of its best and most promising§ gp The 
youths it must deteriorate in character.’ (Fifth and final report, section on the agri+ Th 
cultural labourer, para. 26. Cf. also paras. 91, 130, 194.) 


If it were merely a question of skill the drift from the land might well be 
the sole cause, since it might well select the most intelligent. But it i8§ operation 
much less clear that it would select the most industrious, and we have also§ With his s 
a decline in sheer industry to account for. } 
(d) Arthur Shadwell (op. cit., p. 23) sums up his experience of comparin ff looking at 
U.S.A., Germany, and Britain as follows: comme ils 
‘Wherein (the English) fail is in the application of their powers, which have been 
to @ great extent allowed to fall into disuse. ... In both (Germany and U.S.A.) f Mr. Bal 
have met with a pretty general tendency to regard England . . . as a spent force . . « ti ya 
The English still possess the energy and capacity which distinguished the nation of old, 23 i 
but have for some time past directed both into other channels.’ [These channels aré y 
later stated to be gambling and sports (p. 653)]: “The once enterprising manufact 
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has grown slack, he has let the business take care of itself, while he is shooting 
grouse or yachting in the Mediterranean. That is his business. The once unequalled 
workman has adopted the motto “Get as much and do as little as possible” ; his 
business is football or betting. Each blames the other.’ (The whole of pp. 651—65 
are relevant.) 

Mr. Shadwell was Industrial Correspondent of The Times. He travelled 
much in U.S.A. and Germany visiting factories at the beginning of the 
twentieth century. In these gloomy passages he appears to have forgotten 
the decline of drunkenness, which is the obverse of the rise of betting and 
vicarious sport. 

(e) The Communist party was of course a very small minority movement 
in 1923, and its view of the working class both distant and distorted. But 
for what it is worth the Labour Monthly! thus described in April of that 
year the Revolutionary Trade Union Engineer ; 

‘He is a man of superior skill to his predecessor of a generation ago, but, unlike 
him, he is contemptuous of any pride or delight in the exercise of his skill. He has 
no intention of placing his full capacities at his employer’s service ; he does the work 
allotted to him, mechanically, but with consummate ease, with his mind all the time 
upon other things. The basic principle of his everyday thought is the problem of 
getting rid of his capitalist employer ; getting him out of the workshop, once and for 
all... . Higher wages, improved conditions, are all very well in their way, but 
amount only to a little more gilt on his chains.’ 

(f) Many contemporary foreign witnesses of the early nineteenth cen- 
tury British spoke in extravagant terms of their will to work. To quote 
them today is to raise a smile. Foreigners would definitely not speak of us 

| in these terms today, and it seems fairly clear that we have changed, not 
pur they. We may then take their astonishment at our industriousness as 

evidence of a subsequent decline in it. 

ys The building of foreign railways by English contractors afforded many 
,.§ Opportunities for comparing British and foreign will to work in the nine- 
hey teenth century. The British were accounted superior, but not invariably 
ing# so. The following passages are culled from Sir Arthur Help’s Life of 

> | Thomas Brassey (7th ed., 1888): 
= One of Mr. Brassey’s timekeepers says to the author: ‘I think as fine a spectacle as 
_ any man could witness, who is accustomed to look at work, is to see a cutting in full 
j 9H Operation, with about 20 wagons being filled, every man at his post, and every man 

98 With his shirt open, working in the heat of the day, the gangers looking about, and 
everything going like clockwork. Such an exhibition of physical power attracted 
many French gentlemen, who came on to the cuttings at Paris and Rouen, and 

NEE looking at these English workmen with astonishment, said “Mon Dieu! les Anglais, 
comme ils travaillent!” Another thing that called forth remark, was the complete 
___§ Silence that prevailed among the men. It was a fine sight to see the Englishmen that 
*, af Were there, with their muscular arms and hands hairy and brown.’ (pp. 38-39.) 

) ‘4 Mr. Ballard says that ‘There are two men to a wagon. If the wagon goes out 14 


‘134 times, each man has to fill 7 wagons in the course of a day. Each wagon contains 
wa 2} cubic yards. The result is, that each man has to lift nearly 20 tons of weight of 


1 I am indebted for this quotation to Mr, K. Knowles, 
4520.2 N 
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earth on a shovel over his head into a wagon. The height of the lifting is about 6 fee 





of work by 3 or 4 o’clock in the afternoon—a result, I believe, which is not 
equalled by the workmen of any other country in the world.’ (pp. 41-42.) 


Mr. Hawkshaw says, speaking on the relative value of unskilled labour in different 


countries: ‘I have arrived at the conclusion that its cost is much the same in all .., 
though an English labourer will do a larger amount of work than a Creole or Hindoo, 
yet you have to pay them proportionately higher wages. Dutch labourers are, I think, 
as good as English, or nearly so; and Russian workmen are docile and easily taught, 
and readily adopt every method shown to them to be better than their own.’ (pp. 
50-51.) 

But Mr. Jones, one of Brassey’s agents, says: ‘For cutting rock, the right man is 
a Piedmontese. He will do the work cheaper than an English miner, He is hardy, 
vigorous, and @ stout mountaineer ; he lives well, and his muscular development is 
good.’ (p. 46.) 

It must be remembered in qualification of all this that British navvies 
were for obvious reasons more skilled. Also all the sources quoted are 
English, and doubtless nationalistic. Also the navvies, who came without 
their families, can have had little leisure preference, and every reason to 
show off. 

(g) We have seen that the will to work is not so important in mechanized 
industries. This was already true of the textile industry in 1824 (Select 
Committee on Artizans and Machinery, 3rd Report, Mr. Alexander's 
evidence) : 

‘A great number of them [the English artisans smuggled out to France] are better 
workmen ; but there are many inferior to the French workmen... I have seen an 
Englishman, at 10 or 12 francs, perform more work in 12 hours’ time than a French- 
man in the same time; but I have also seen some Englishmen paid 10 or 12 francs4 
day, and they did not do more than the Frenchman, who received but 5 or 6 franca,’ 
(p. 106.) 
This passage then is included for honesty’s sake, as contrary evidence. It 
becomes even stronger contrary evidence when we remember that the 
smuggled artisans were the best men—their French employers would not 
go to such expense for inferior men (Select Committee, passim). . 
(k) But on the side of a decline in the will to work we may also use 





This is taking it at 14 sets a day ; but the navvies sometimes contrive to get throu : 
about 16 sets, and there are some men who will accomplish that astonishing quantity 
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R. W. Emerson as a witness. After his visit to England in 1847 he wrote 
(English Traits, Macmillan’s edition, 1884): 

‘They have more constitutional energy than any other people. ... The French saj 
that Englishmen in the street always walk straight before them, like mad dog 
(pp. 56-57.) 

‘The ambition to create value evokes every kind of ability, government taal 
a kind of manufacturing corporation, and every house a mill. The headlong bias # 
utility will let no talent lie in a napkin,—if possible, will teach spiders to weave < 
stockings. An Englishman, while he eats and drinks no more, or not much moft 
than another man, labours three times as many hours in the course of a year, as 
other European ; or, his life as a workman is three lives. He works fast. Everythi 
in England is at a quick pace.’ (p. 128.) 
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Emerson gives the general impression of a careless witness. For instance, 
he does not here bother to explain, what is clear from the context, that he 
is speaking only of the upper and middle classes. But who today would 
find it in him to write thus of our upper and middle classes? The evidence 
of our senses surely tells us that there has been a decline here. 

(s) Again there is J. B. Say: 

‘The English nation in general, apart from these favoured of fortune, is forced to 

incessant toil ; it cannot relax. You don’t see professional idlers in England ; people 
with an unoccupied air, who look about them, are commented on. There are no 
cafés filled with people doing nothing, from morning to night, and the pavements 
are deserted every day but Sunday ; everybody who uses them runs along absorbed 
in his business. Those who relax for a moment in their work are instantly ruined.” 
(De Angleterre et des Anglais, ed. Arthus Bertrand, 1815, pp. 19-20). 
Say had just returned from a visit to England, and his object was to explain 
to his countrymen what had happened there during the Napoleonic wars. 
Many of his observations fail to inspire confidence : for instance, this superior 
industry of the English he says is due to the high cost of living, which is 
due to taxation. 
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14. Changes in social custom 


Certain changes in social custom, it could be argued, indicate a growth 
of general idleness or ‘softness’, though we must be careful that they do 
not merely indicate a more advanced culture or greater humaneness. 
Boxers no longer use their bare hands but gloves. Dances are less vigorous 
—the more violent American dances have hardly caught on over here. 
Manners are less formal and hence require less effort. The birth-rate has 
fallen, and that probably for more reasons than the mere improvement in 
contraceptive technique: the large family simply is not wanted so much 
as before. 
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15. Flow production, it must be remembered, masks the decline in the 
will to work by leaving the worker no choice. Of old confined to the textile 
industries, it has spread continually, leaving idleness less chance to show 
itself. This is also the probable explanation of the fact that there are 
fewer restrictive trade-union practices in the industry than there used to 

| be'—a fact otherwise counting strongly against any decline in the will to 
2) Work: it is mechanization and standardization that have enfeebled the 
; ‘ craft unions and afford less opportunity for this kind of thing. 


3} 16. Conclusion 
i We appear then to be faced with a secular decline in the will to work, 
f ay Which is doubtless not confined to this country but a universal ‘disease’ of 
i industrialization. We will not speculate upon its causes here, except to 
1 Hilton, J., and others, Are Trade Unions Obstructive? passim. 
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express doubt that socialism, capitalism, or unemployment are greatly 
responsible. Rather would I attribute it to something more fundamental; 
progress itself. It is not simply that technical progress makes shorter 
hours of work possible: it has many, many other effects upon work. We 
may sum them all up by saying there is a rising standard of living while at 
work: a demand not only for shorter hours but for less heavy work, les 
dirty work, less discipline, more say in the management, more safety 
regulations, more breaks, more attractive surroundings, &c. Many of 
these demands may be as important as the simple demand for more leisure. 
They are certainly more justified, once the working week has been reduced 
to a certain point, but they have also greater dangers. On the whole the 
‘standard of living while at work’ is higher in Britain than in the other 
three countries here considered : one might even say that it was higher than 
in U.S.A. In Britain it is far in advance of the degree of productivity, and 
from this unbalance, unknown in other countries, stem many of our preseus 
griefs. 

The main elements for us of our too high ‘standard of living while at 
work’ are these: 


restrictive trade-union practices much exceeding those of other countries; 

a working week shorter than in most other countries ; 

a flight from basic industry, entailing an unsupportably heavy super: 
structure of tertiary industry ; 

a loss of pleasure in work well done ; 

increasing skill and technical education ; 

more (spontaneous) industrial democracy than in other countries (this 
may seem surprising, but it was the universal opinion among the 
international firms I visited: the British workman simply will no} 
take impersonal orders like the foreigner, but insists on a man-to-mal 
discussion). ! 


Finally, what is due to progress itself may not be a bad thing anyway. 
It is, of course, obvious that while there are times and places—for instanes, 















in our coal-mining industry today—in which a greater will to work would 
be an enormous benefit, civilization not only causes this decline but 
consists in it. Nor, with increasing mechanization, need the effect on thi 
standard of living be very great; for flow production, as we have seel, 
makes light of a low will to work. To study the phenomenon is not # 
apportion praise or blame; nor to claim for it universal importance ; ami 
least of all to deny the virtues of idleness. 
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BUSINESS SAVINGS AND EMPLOYMENT 
By F. W. C. BLOM 


I 


In discussions on Keynesian style of saving and the saving-investment 
relation it has, until lately, been usual to treat ‘business savings’ as a con- 
stituent part of the ‘personal savings’ of shareholders. This is unsatis- 
factory because it obscures the importance of the supply of venture- 
capital as a strategic factor in the policy of firms. Whereas all business 
savings are venture-capital, only a small part of personal savings takes this 
form ; and the redundant savings, which characterized the pre-war depres- 
sion, consisted, in my view, not of venture-capital, but of ‘rentiers’ capital’. 

It need scarcely be said that the financial structure of firms, especially 
the rate at which indebtedness is changing, exerts a great influence on their 
propensity to invest or disinvest. Quite apart from the comparatively un- 
important influence of the interest-charges, over-indebtedness enhances 
unfavourable risks and reduces favourable chances. Therefore entrepre- 
neurs are rather debt-shy and will tend to restrict their physical invest- 
ments to an amount not in excess of a ‘safe’ proportion of their available 
venture capital. This familiar principle of sound business finance has been 
introduced to business-cycle theory by Kalecki and Steindl as the prin- 
ciple of ‘increasing marginal risk’ and, in the United States, by Albert G. 
Hart as the principle of ‘the linkage of risks’ through indebtedness. 

Since 1929 a scarcity of venture-capital has become more and more 
apparent all over the Western world. For small firms it has always been 
difficult to obtain such capital from savers, but during the second quarter 


"| ofthe twentieth century even larger firms encountered some disinclination 


on the part of savers to hold it. Its relative scarcity can be attributed in 
part to the social changes, largely promoted by taxation, in the direction 


of greater equality in the distribution of net income and wealth as between 
ht} individuals ; the resources at the disposal of those rich capitalists who are 
Mentally and financially equipped for investment in equities have been 


reduced, and there has been a diversion of savings to insurance companies, 
social security funds, and the like. Moreover, profit expectations were poor 


: 4 during the inter-war years ; and when profits were earned, they were sub- 
#} jected to far heavier taxation than in the nineteenth century. 


Seen from the point of view of the individual firm there is not infre- 


: quently a serious shortage of venture-capital on the capital market, even 


at times when a soundly financed firm can avail itself of a reasonably 
ample supply of loan capital. If the firm is not unsoundly financed and 


‘| %eks to implement an investment plan, the supply of the additional 
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venture-capital is the bottleneck ; it will therefore tend to supplement its 
venture-capital by the formation of business savings. On the other hand, | 
if a firm is unsoundly financed and feels itself compelled to improve its entrey 
financial structure by reducing its indebtedness-ratio, it can choose be- f poth 1 
tween disinvestment or profit-retention. No doubt, if practicable, the } jy deb 
latter alternative is preferable. Fast disinvestment causes capital losses | 4nq [ 
and disorganizes the business; slow disinvestment means no renewal of The 
amortisized equipment and gradual starvation. Thus it would seem that | , gow 
both the urge to invest and the urge to redeem debt stimulate the retention | vidual 
of profits. 20 evic 
All savings offered in the form of venture-capital will be very easily | 4 ‘eyc) 
absorbed by firms, but they will be ready to borrow other forms only up to | yenty 
a certain proportion of their available venture-capital. If, for example, the | sift i; 
supply of capital from savers is such on the long run that only 30 per cent. | to den 
of the total supply of savings is available as venture-capital, but firms are capital 
not inclined to borrow funds in excess of their own resources, then they | firm w. 
will not absorb the remaining 40 per cent. of savings. That means that compo' 
these savings will be left uninvested and will thereby depress national | ha) ¢ 
income and employment. Thus it may happen that entrepreneurs have which | 
profitable investment-plans, which they cannot execute because they lack | ments. 
the 50 per cent. venture-capital necessary for financing such an expansion, | ‘The | 
whilst at the same time rentiers’ capital is relatively plentiful. This was, in | is Gyed 
my view, a characteristic of the pre-war depression: entrepreneurs were | pankry 
complaining about the scarcity of capital and the low quotations of theit | of » fir 
shares, and savers were complaining about the high prices of bonds, the § yentur: 
low rate of interest, and the insufficient demand for rentiers’ capital. § therefo, 
These circumstances mean stagnation, and many authors have attributed | with hi: 
such stagnation to ‘over-saving’ or ‘under-consumption’. This is not entrepr 
necessarily the correct explanation. ‘Bad-quality-saving’ may also pro- hig rece 
duce deflation. TF from th 
In my opinion, a trend towards stagnation owing to an increased dis-§ the eye 
crepancy between the risk-shyness of savers and the debt-shyness of firms years ar 











































made itself felt after 1929, and in several countries still earlier. Th } his inde 
‘negative trend’ due to that disequilibrium was the undercurrent of thef ap), yee 
depression of the thirties. j same de 
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If both the risk-shyness of savers anJ the debt-shyness of mteqgemeill F neur’s jr 
were unchanging and were such that a relative scarcity of venture-capital Uptu 


resulted, the voluntary conversion of all savings into investments wou : prospect 
be impossible and business activity would be subject to a straight dow¥§ business 
ward trend. But neither risk-shyness nor debt-shyness is stable. Life ia Hi (a) the 
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fall of irregular happenings; circumstances may temporarily reduce the 
risk-shyness of savers and at the same time also reduce the debt-shyness of 
entrepreneurs, or may, on the other hand, unduly aggravate for a time 
both risk-shyness and debt-shyness. These variations in risk-shyness and 
in debt-shyness are, I think, an important feature of business fluctuations, 
and I suspect that their importance has not yet been fully appreciated. 
The easiest way to illustrate the importance of this factor, say, during 
a downswing is by constructing models showing the behaviour of indi- 
vidual savers and individual firms throughout the ‘cycle’. It is, however, 
so evident that the risk-shyness of savers fluctuates during the course of 
a ‘cycle’—the shift from the supply of rentiers’ capital to the supply of 
venture-capital in times of expanding business activity and the reverse 
shift in times of contraction and stagnation—that it is quite superfluous 
to demonstrate the influence on business fluctuations of the structure of 
capital-swpply. In our following model of the behaviour of the individual 
firm we shall, therefore, concentrate attention on the effect of changes in the 
composition of the demand for capital from business enterprises ; indeed, we 
shall even assume that the risk-shyness of savers is completely stable, 
which means that we understate the forces contributing to cyclical move- 


| ments. 


The debts of a firm are a well-defined quantity ; their amount, at least, 
is fixed in money. So are the interest-charges, and, unless the firm nears 
bankruptcy, the terms of redemption are also fixed. The venture-capital 
of a firm, however, is somewhat vague and fluctuating. Theoretically its 
venture-capital is its capitalized earning capacity minus its debts; and 


} therefore the valuation of an entrepreneur’s venture-capital will fluctuate 


with his earning-prospects. In our model we assume that in the eyes of the 
entrepreneur his venture-capital is evaluated by reference to the average of 


| his recent earnings and the earnings anticipated in the near future, and 


from this figure his total liabilities have to be subtracted. Therefore, in 
the eyes of the entrepreneur his venture-capital ‘grows’ in favourable 
years and ‘shrinks’ in bad years ; and if his debts remain the same amount, 
his indebtedness-ratio fluctuates in the reverse direction. During favour- 
able years his indebtedness-ratio appears low, and during bad years the 


} same debts mean a higher indebtedness-ratio for the same firm. We start 
J our model of an individual firm’s behaviour at the end of a depression, 
{and assume an indebtedness-ratio that is not too high in the entrepre- 


vital 
ould 





@§ neur’s judgement. 


Upturn. Some outside influence may occur to improve the earning- 
prospects of a firm. Whether it is a new invention or a change of general 


. : business conditions is immaterial for our model. The results are the same: 
"| (@) the deterrents against borrowing more money are weakened, as the 
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existing liabilities of the firm become less oppressive as compared with ite V 
improved earning-prospects (i.e. the growing venture-capital); and at the} out. 
same time, (b) the incentives for the entrepreneur to invest in extensions} firm 
of his business are increased. These two influences together will cause the} to re 
entrepreneur to borrow more rentiers’ capital and to invest the proceeds} debt 
in expansion of his business. If several entrepreneurs do so at the same capit 
time, much rentiers’ capital will be drawn into firms and be spent by them] beco 
in a process of business expansion. As long as the velocity of expansion E 
increases, the aggregate earnings of firms will continue to rise and that will} begi1 
further reduce their existing indebtedness-ratio and weaken their reluctance} edu 
to contract additional debts. earni 
End of the upturn. This movement of general expansion must evi-| expe 
dently come to a stop somewhere. For a multitude of reasons earnings; with 
prospects cannot continue to increase indefinitely; and as soon as this} the p 
occurs entrepreneurs’ estimates of their venture-capital (as measured by} react 
recent, actual, and near-prospective earnings) will no longer ‘grow’ and 
therefore their existing indebtedness will no longer ‘shrink’. From then 
onwards their existing debts will deter additional borrowing and thus In: 
deter further expenditure on business expansion. capits 
Downturn. Entrepreneurs may now begin to suspect that their debts} more 
are unsound as compared with a reduced earning-capacity and may there-| ready 
fore try to reduce their indebtedness as fast as possible before it is too late} pandi 
to protect their firms’ liquidity. If it is assumed that an issue of sharesis] prosp 
impossible—and never are the chances for issue of shares worse than at} debts, 
such times—there are only two ways to reduce a firm’s indebtedness:| shyne 
(a) the redemption of debts out of disinvestment of stocks and equipment} decres 
(e.g. by reduction of stocks and non-investment of earned depreciation onf fluctu: 
equipment) ; or (6) the redemption of debts out of retained profits. The 
The former solution, when chosen by many firms at the same time, shyne: 
causes a general process of disinvestment and contraction, with all the} force | 
. accompanying consequences of further decline of earnings-prospects in} might 
i general, and involves, moreover, some disorganization of individual firma} risk-sk 
Such a process is most harmful to the economy as a whole, for entrepre-| a cons 
neurs do their utmost to redeem their debts to rentiers who, in turn, wil] savers 
find no new outlet in business for the redeemed amounts. of suc 
The second solution will be chosen by entrepreneurs whenever practi¢-} saving 
able. It is more advantageous for them to recover financial soundness by} tions a 
means of additional business savings than by contracting their business | matter 
the reduced size their shrunken venture-capital permits. Moreover, thé} profit- 
restoration of their indebtedness-ratio to a safer level by means of savings} savers 
can proceed much faster than its restoration through debt-redemption out If tk 
of disinvestment. can he 
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Viewed macro-economically, an addition to business venture-capital 
out of retained profits has important advantages. If the venture-capital of 
firms is thus expanded, there will be less necessity for them to redeem debts 
to rentiers and they will show less disinclination towards contracting new 
debts. This is a paradoxical situation: the larger the supply of venture- 
capital to firms, the smaller the quantity of rentiers-savings that tends to 
become redundant. 

End of the downturn. The end of the downturn, and therefore the 
beginning of the upturn, will be reached when firms have managed to 
reduce their indebtedness-ratio to a level that is considered safe at current 
earnings-prospects. Before this position has been reached, no profit- 
expectation of less than phenomenal size could induce a firm to expand 
with additionally borrowed money. An over-indebted firm is insensitive to 
the possibility of expansion ; a soundly financed firm, however, is ready to 
react to all openings for profitable expansion. 


Ill 


In the preceding paragraph we have assumed that the supply of venture- 
capital from the capital market was nil. In reality that supply plays a 
more important role, but never in a stabilizing way. The capital market is 
ready to supply some venture-capital to firms when they are already ex- 
panding and have good earning-prospects ; but the moment their earning- 
prospects decline and firms are becoming afraid of the pressure of their 
debts, the share market usually withdraws its support. Usually the risk- 
shyness of savers and the debt-shyness of entrepreneurs increase and 
decrease together, and each from its side helps to stimulate business 
fluctuations. 

There are two forces that can help to bridge the gap between the risk- 
shyness of savers and the debt-shyness of entrepreneurs. The one is the 
force of a consistently high profit-expectation (net after taxes), which 
might help to reduce both the debt-shyness of entrepreneurs and the 
risk-shyness of savers. In the present state of Western society, however, 
a consistently high level of net profits for firms and high net dividends for 
savers seem quite improbable. Only spasmodically is there a semblance 
of such high profits and dividends. The other is the force of business 
savings, which are at the entrepreneur’s disposal even if profit-expecta- 
tions are low, and help to alleviate the shortage of venture-capital. As a 
matter of fact there is much more reason for such savings to be made when 
profit-expectations are low than when profit-expectations are so high that 
Savers are ready to supply venture-capital. 

If the theory expounded is correct, a high volume of retained profits 
can help to ward off a depression; and in the event of a depression, the 
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formation of business savings is one of the best remedies against a pro- 
longed downswing and chronic stagnation. For a large formation of 
business savings helps to prevent a part of rentiers’ savings from becom- 





ing redundant. The implications for business-cycle policy seem to be: Ara 
1. A high degree of indebtedness and a short supply of venture-capital local . 
will stimulate the propensity to save out of profits. by el 


2. A high degree of indebtedness and a short supply of venture-capital | the * 
will deter net investment by firms and stimulate net disinvestment | ™®™° 
by firms. of fre 

3. Business savings, like any other kind of savings, depress consump- eighte 
tion; but they stimulate investment by the firm that makes the The 
savings. 

4. Policies directed towards the restriction of the formation of business will h 
savings are effective for the prevention of a rapid expansion of acti- 
vity. But their consequences are irreparable and may be the cause of 
depressions that would not occur if firms were enabled to accumulate of “te 
enough venture-capital. Policies directed towards the distribution | sting 


of companies’ reserves to shareholders, or the annexation of such The 
reserves by the fiscal authorities, are detrimental to the inducement | *e * 
to invest and may even be a stimulus to disinvestment. oe 

e 


OVERVEEN, THE NETHERLANDS. 











pro- 
1 of 
om- 


ital 


ital 
ent 


ich 





IS ADAM SMITH OUT OF DATE?! 
By 8. MOOS 


Ar a time when the more advanced countries are run by a vast body of 
local and central administrators, when national economies are protected 
by elaborate systems of tariffs, quotas, subsidies, and exchange controls, 
the student of economics knowingly smiles at the very mention of the 
name of Adam Smith. It means those concepts of unproductive labour, 
of free trade, and of labour as measure of value considered typical of 
eighteenth-century thought. Today we know better... . 

The present paper inquires how far Adam Smith’s ideas about unpro- 
ductive labour are important today. The concept of unproductive labour 
will be examined and its relation to consumption, to defence, to capital 
investment, and to non-manual work. The problem of measuring pro- 
ductiveness will emerge at several points. The investigation is meant to be 
of an exploratory character only, and perhaps it might succeed in stimu- 
lating others to a more thorough analysis of this set of problems. 

The Wealth of Nations starts with the statement that manual labour is 
the source of the nation’s income and that the decisive factor is not so 
much the quantity but the quality of labour, its skill, its dexterity, and 
the ‘judgement with which it is generally applied’. And on the first page 
we are introduced to the division between ‘useful labour’ and other 
employed. 

Because Adam Smith classified as unproductive many activities which 
we consider productive, we have thrown overboard, or at least greatly 
neglected, the concept as such. Today we are inclined to consider every 
paid activity as adding to the national income and thus as productive. 
We trust that there is an automatic check on any unproductive labour: 
if goods and services did not come forward according to the incomes 
derived from producing them, there would arise a corresponding scarcity 
which would make goods and services more expensive, thus reducing real 
national income and punishing the deficiency in productivity. This 
method seems unsatisfactory for three reasons: first, what matters is not 
so much to see the global effect of unproductive labour as to track down the 
exact location of its cause. Secondly, the unproductivity in one sector of 
the economy may have been balanced by higher productivity in another 
sector so that no fall in real national income will occur or the latter might 
even rise although considerable loss through unproductive labour has been 
incurred. Thirdly, the loss in real national income might be caused not 


1 The completion of this article has been made possible by a grant of the Research Fund 
Committee of the Durham Colleges. 
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only by unproductive labour but also by unemployed labour or by the 
ageing of the population, and it would be difficult to separate those 
factors. 

Unprodnctive labour can be observed in so many forms that its existence 
need hardly be proved: the overpopulated backward areas of the world 
with too many agricultural workers per acre of land; the labour hoarded 
in British factories by employers afraid of losing these workers on a labour 
market emptied by a continuous state of full employment ; a surplus of 
industrial bureaucracy reared on the flesh-pots of the cost-plus system! 
(also the mechanism of the excess profits tax, or even of ordinary profits 
tax, was such that great expense for a relatively small productive effort 
was still profitable for a firm, as the taxable income was correspondingly 
reduced). It is difficult to measure the productivity of the Civil Service; 
but a system where the social status of the heads of departments depends 
partly on the number of employees in their department would tend to 
produce a certain proportion of unproductive labour although the popular 
ideas about the unproductivity of the Civil Service are certainly exag- 
gerated. As, in this case, productive capacity must be kept at a level suffi- 
cient for peak hours, weeks, and months, necessarily a go-slow atmosphere 
will develop in the slack periods. 


The Concept of Unproductive Labour. 

How then are we to define, or to detect, unproductive labour? Let us 
first review Adam Smith’s ideas. ‘There is’, he states, ‘one sort of labour 
which adds to the value of the subject upon which it is bestowed: there is 
another which has no such effect. The former, as it produces a value, 
may be called productive ; the latter, unproductive labour.’ The services 
of the menial servant are unproductive because they ‘perish in the very 
instant of their performance’. Labour which does not realize itself in 4 
permanent subject which can be exchanged is unproductive. As a result 
of this definition the sovereign and the officers of justice and of war find 
themselves side by side with ‘churchmen, lawyers, physicians, men of 
letters of all kinds, players, buffoons, musicians, opera-singers, opera- 
dancers, &c.’ 

Adam Smith continues to distinguish between expenditure which 
favours productive labour and that which results in unproductive labour. 
Great lords, rich merchants ‘feed generally more idle than industrious 
people’. And from this line of thought emerge productive and unproduc- 
tive towns. In mercantile and manufacturing towns ordinary people are 

1 Government contracts which allow a given percentage of profit to be added to manu- 
facturing costs, so that the profit in £ s. d. increases automatically with an increase in costs 


of production, so that inefficiency and unproductive waste resulting in higher costs are 
actually rewarded. 
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industrious, sober, and thriving. In towns where people are maintained 
chiefly by spending of revenue there idleness prevails. 

It was in this classification of manufacturers and merchants as produc- 
tive that Adam Smith drew a clear line between himself and the physio- 
erats. The physiocrats had distorted their argument by insisting that 
agriculture was the only field of productive labour although it was merely 
the one field in which their ideas of productivity could be most easily 
and obviously demonstrated. It will be remembered that the physiocrats 
considered only surplus-creating labour as productive, that is labour 
which produced more than it consumed in the course of production. Their 
‘produit net’ might equal gross national product minus consumption, 
but probably meant gross national product minus consumption minus 
depreciation and maintenance, leaving net investment as the measure of 
productivity. 

Consumption and Accumulation 

Adam Smith argued that any work which reproduced the annual 
consumption used up in the process of production and which maintained 
the existing stock or capital was productive, and he gave as example a 
marriage producing a son and a daughter which could not possibly be 
called barren or unproductive as it had safeguarded the continuation of 
the human species although it had not increased it. And Adam Smith 
would concede only that a marriage with three children was more produc- 
tive than one with two. He was so much concerned with the defence of 
manufacturers and merchants as productive that he neglected a decisive 
aspect of his argument with the physiocrats: the difference between a 
national product which yields net investment and a national product 
which does not. 

Today’s critics of Adam Smith have succumbed to a similar mistake: 
they concentrate on Adam Smith’s classification of menial servants, &c., 
as unproductive while his main contribution, as Malthus so rightly said, 
was just his insistence that there is productive and unproductive labour. 
This distinction between the different kinds of labour, said Malthus, must 
be considered as ‘clearly the cornerstone of Adam Smith’s work, and the 
foundation on which the main body of his reasoning rests’. Malthus 
anticipated much of later criticism by granting that there were exertions 
which indirectly contributed to the production of wealth, but if we were 
to include them in the definition of productive labour, 


‘the term would cease to have any definite and useful significance so as to admit of 
being applied with advantage to an explanation of the causes of the wealth of nations. 
It would at once confound the effects even of production and consumption, as there 
is certainly no indirect cause of production so powerful as consumption.’ 


Malthus after thus having affirmed the great truth that specific purposes 
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need specific definitions, and that a definition may be right for one purpom, 








and meaningless for another, stated that the great merit of Adam Smith’s 


definition is the precise distinction between matter and not matter, and 
‘between what is susceptible to accumulation and definite valuation and 
what is without either one or both of these essential properties’. 

To stress his points, Malthus assumed the existence of two countries 
with identical resources of man-power and material, but one country with 
a great proportion of its population being engaged in manufacture and 
trade, and another country with a similar proportion being occupied with 
domestic service and in the army, and he concluded that ‘the former 
might have all the indications of wealth, and the latter all the symptoms 
of poverty’. 

In interpreting Adam Smith, Malthus also modified the concept of the 
identity of unproductive labour and personal service by pointing out that 
one and the same person might do productive and unproductive work, 
i.e. that it was wrong to label certain workers as unproductive, a classifi- 
cation which should be reserved for the kind of services and goods 
produced. 

When reading the extensive modern literature on national income we 
notice how topical these issues are and how puzzling they remain. In 
his National Income, A Summary of Findings, 8. Kuznets, for instance, 
discusses as a major problem the productive nature of consumption. Does 
not the consumption of butter by the wage-earner and its conversion into 
health and productive efficiency and possibly into a new generation of 
producers appear in the value of his labour and his output? Is therefore 
consumption ultimate or only intermediate like cream used for butter? 
And how far is the use of the bus carrying the worker to and from work 
productive, or the education individuals receive to become creative and 
efficient citizens, &c. ? 

Kuznets rejects this approach because it would be either extremely 
difficult to separate, in practice, productive and unproductive consumption 
in the above sense, or we would have to abandon the concept of ultimate 
consumption altogether, a process which would be contrary to all our ideas 
of using national income as a measure of consumers’ satisfaction which is 
assumed to be the ultimate goal of our society and of our social philosophy. 


Defence 

Relegated to a footnote, an important qualification is made in Kuznets’s 
book: that any other criterion of economic activity would need another 
definition of national income and would necessarily yield other results, 
Kuznets agrees that a major war, for instance, would demand different 
assumptions, but this would represent only an ‘exceptionally short period’; 
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generally the ‘widely accepted’, ‘customary’ definition of national income 
could be defended as the sole valid one. 

But the periods of heavy military expenditure are no longer excep- 
tionally short. If we have within 30 years two major wars lasting 9 years, 
some additional years of pre-war rearmament, and if a few years after the 
end of World War II the country with the world’s highest share of 
industrial output spends some $15,000 million annually for military pur- 
poses, this expenditure has become more ‘customary’ than exceptional, 
and therefore our assumptions, definitions, and calculations would have 
to be changed accordingly. However, this would only be necessary if we 
consider defence expenditure as not falling within our concept of con- 
sumers’ satisfaction. If we would accept a definition suggested in Mr. 
J. R. Hicks’s Social Framework, the satisfaction of consumers’ wants 
would include individual as well as collective wants, the latter being served, 
for instance, by the whole of the armed forces and of the munition indus- 
tries. Such a definition of defence expenditure as satisfaction of collective 
wants would be foolproof as far as the demands of abstract reasoning are 
concerned ; but it does not seem adequate when a country prefers some- 
times guns and sometimes butter, or one country prefers guns and another 
country butter. If we want to measure and compare social welfare or 
military burdens at different times or in different countries, the individual 
and collective wants of communities must, I think, be kept apart. 

This would, incidentally, be more in line with Adam Smith’s ideas about 
war expenditure. Actually Adam Smith condemned public expenditure as 
unproductive largely on account of the sums spent for military purposes. 
In the ciassification of this expenditure as unproductive he contradicted 
even his own definitions, according to which the addition of value and the 
creation of marketable objects of a permanent nature was productive ; 
and rifles and battleships, and tools to produce them, would get a good 
pass in this test. But Adam Smith speaks of great fleets and armies 
‘who in time of peace produce nothing, and in time of war acquire nothing which 
can compensate the expense of maintaining them, even while the war lasts. Such 
people, as they themselves produce nothing, are all maintained by the produce of 
other men’s labour. When multiplied therefore to an unnecessary number, they 


may in a particular year consume so great a share of this produce, as not to leave a 
sufficiency for maintaining the productive labourers, who should reproduce it next 


‘Those unproductive hands who should be maintained by a part only of the spare 
revenue of the people, may consume so great a share of their whole revenue, and 
thereby oblige so great a number to encroach upon their capitals, upon the funds 
destined for the maintenance of productive labour, that all the frugality and good 
conduct of individuals may not be able to compensate the waste and degradation 
of produce occasioned by this violent and forced encroachment.... Had not those 
wars given this particular direction to so large a capital, the greater part of it would 
naturally have been employed in maintaining productive hands, whose labour 
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would have replaced with a profit the whole value of their consumption.... M 
houses would have been built, more lands would have been improved, . . . x 
manufactures would have been established . . . and to what height the real weali 
and revenue of the country might, by this tine, have been raised, it is not very é 


for us to imagine.’ 
Later in this book, when he writes ‘Of the Expenses of Defence’, Adam | 
Sn.ith draws attention to the fact that wars become more and more expen- 
sive as society advances in civilization. While the javelin and arrow were 
cheap, easy to carry, and could be used again and again, modern weapons 
are expensive to produce, expensive to transport, and the effectiveness 
of the weapons in the hands of the enemy considerably increases the cost 
of defence measures such as fortifications, &c. 
Adam Smith’s attitude to defence as entirely unproductive was probabigt 
influenced by the character of armed forces in the eighteenth century when | 
there were not many common factors between peaceful economic pursuits 
and military activities. Today the issue has become more complicated, 
World War II had led to an outburst of inventive genius the fruits of 
which when applied to peaceful purposes should considerably add to the 
wealth of nations; recent developments in electronics, jet propulsion, 
atomic energy, aeronautics, metal alloys, synthetics, and modern drugs 
might have come about much later or, in some cases, not at all. The 
costliness and risk of the experimental years might have been too great 
for the profit motive (private or public) to work as an incentive. 
With regard to man-power, large parts of today’s armed forces provide | 
a training for mechanical skills which is recognized by trade unions? 
A general classification of armed forces as unproductive, as Adam Smith 
did, needs therefore some qualification today. In addition to this direct 
connexion between military effort and civilian productivity there emerges 
the indirect relation between defence and productive effort. Is it true to § in ter 
say, for instance, that the money or man-power spent on defence could§ Stil 
have been used for producing more consumption or investment goods, i.¢. | necess 
can opportunity costs of defence really correctly be measured by multi- § produ 
plying man-power with annual average output as is sometimes suggested? propo 
Does not the question arise for how long goods would be available in & § ‘sounc 
country without defence in the world of today? For how long could a nation § incom 
maintain creditworthiness and the confidence of its trade partners decisive | and d 
for its export trade and its prosperity at home if it could not offer a pro- | tion o: 
bability of national independence? On the other hand, if the defence | result: 
expenditure is too heavy for a balanced and healthy economy, the reenliial not fr 
economic crisis would be as disastrous as the lack of defence. 


+ ei Wehaidi nih‘ cs Wao Wiegh-cely ie Capit 
attitudes to skill, work, and to voluntary discipline, the function of group loyalties and leader Alt] 
ship, have been mentioned in ‘Morale, Military and Industrial’, by E. H. Phelps Brow, i 
Economic Journal, March 1949. ductiv 
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There is thus an upper limit to defence expenditure set by the possi- 
. § bilities of taxation and of borrowing, and by the needs of governments 
y § other than defence. In a democratic society this limit will depend on the 
" f traditional standard of living, as no government hoping to emerge victori- 
| § ous from the next election could dare carrying out or advocating such a 
» | lowering of living conditions. Even a totalitarian country is faced with 
vere } similar limitations. Civilian morale, on which so much depends in modern 
28 | war, would in all likelihood seriously suffer if the standard of living had 
‘} been reduced in the period preceding hostilities. 
Between these two limits, that of minimum international security and 
' | that of national resources, of civilian morale and of parliamentary demo- 
ably | cracy, there may be a point where just enough resources are used for 
when § defence to maintain international security and still not as many as would 
suits § endanger the stability of the private sector of the economy. But it is 
a . equally possible that this security equilibrium point does not exist, that is, 
| that the requirements of military security exceed the resources available 
¥ ina society aiming at social security. If the international situation and/or 
-¥ technical developments would produce such a disequilibrium, the solution 
A would have to be found in fields other than shifts in domestic resources. 
‘| As we shall never know a priori whether the use of resources for defence 
/{ ia near equilibrium point or where this point exactly lies, we shall be 
| incapable of stating which part of defence can be considered productive. 
) | In the case of early surrender, as in the case of Belgium, Denmark, and 
|} France in 1940, most of the defence expenditure of the preceding twenty 
ith } years—a quite considerable sum—turned out to have been rather un- 
| — productive. These countries had spent either too little or too much. (We 
ges § have been witnessing in western Germany what lack of defence can mean 
0 § in terms of prosperity.) 
|} Still, Adam Smith’s idea that the armed forces might grow to an un- 
i.€. | necessary number and therefore so consume too great a share of the national 
-| product could possibly be elaborated by trying to establish a ‘sound’ 
'} proportion of defence expenditure to total income and by giving the 
8 § ‘sound’ as well as the ‘unsound’ proportion separately in the national 
tic a income accounts. This would make it easier to compare different countries 
isivé § and different periods, and sometimes even to prevent a harmful distribu- 
pro- | tion of national resources. The cut in British defence expenditure in 1947 
tesulted from the pressure of economic events and of public opinion, and 
ting | not from planning the different sectors of the economy. 





s the | Capital Investment 

—_ Although Adam Smith considered war as a major source of unpro- 
| ductive effort (in the field of production), it is only part of his concept of 
4520.2 rs) 














194 Is ADAM SMITH OUT OF DATE? 


waste. This includes ‘every injudicious and unsuccessful project in agri-| ¢grno 
culture, mines, fisheries, trade, or manufactures’ which tends ‘to diminish | would 
the funds destined for the maintenance of productive labour’. It includer  transa 
every diminution in the total product which could have been avoided bya | indust 
fuller or wiser use of the productive resources. Although putting this ides ‘aes . 
into practice would encounter tremendous difficulties, it might still be} priorit 
possible to work out national income targets for the future based on several | for nex 
assumptions, one of them being the full employment of available man- | non-d 
power in the most efficient firms, producing every year 4 high proportion } fnvest 
of new industrial plant and equipment. would 

A detailed classification of investment in national income accounts is} [ta 
therefore at least as important as the details given there regarding private | was cx 
consumption.! The need for the most productive forms of investment | matics 
would seem especially urgent for countries with backward industrial 4 high 
equipment. Houses, roads, parks, generators, tools for producing slot- | there 1 
machines are all investment, but a national income with an investment | should 
sector which concentrates on slot-machines and monuments is different | “mie m 
from one producing generators and harvesters. The 

Adam Smith compared two private individuals, one of them investing of mai 
his money in horses, dogs, and menial servants, the other constructing | on con 
buildings and acquiring furniture, books, pictures, jewels, fine clothes, | was pé 
&c. Although the income and expenditure of both men was assumed to be | exister 
identical, at the end of a given period the latter would be much richer than | capital 
the former. With regard to industrial investment, that capital was com- | disrup 
sidered to be employed most advantageously which maintained the greatest | defend 
quantity of productive labour and yielded the greatest increase in the | consid 
annual produce of land and labour. An industry with a quick turnover 
could employ more workers per year than an industry with a slower j Non-) 


1 The classification of gross fixed investment in the U.K. as given in the Economic Survey That 
subdivides the total into seven main categories, such as ‘Defence and Administration’, produc 
‘Other Industries’ comprising practically all manufacturing industry, or ‘Housing’: 00} Here jt 
attempt has been made at distinguishing different kinds of investment according to pas ‘ 
purpose. For instance, in the £15 millions for Government Buildings in 1949 the following classific 
items are lumped together: New Government Offices iz: Whitehall Gardens; New Colonial | Since , 
Office ; Accommodation for Government Departments to be provided by private owners; | 
Workers’ Camps and Hostels; Houses of Parliament; Royal Palaces; Museums; Art produc 
Galleries ; Department of Scientific and Industrial Research Laboratories; and Ministry ot | @eated 
Pensions Hospitals. Judged by economic and social standards, the expenditure for labora- of the 
tories and workers’ hostels clearly belongs to another category than the rest of the items. ; 

The classification of Public Expenditure as presented in the Financial issued | Enume 
annually by the Treasury creates similar features. Even in the new classification ‘ nee ont needed 
Other non-Revenue Items’ we find Excess Profits Tax Refunds, War Damage Pay 
Loans to Allies side by side with Loans for New Towns Development. Only careful peru }j mercha 


















of the various items in current and capital expenditure makes it possible to compile the to! otal and na: 
burden arising from World Wars I and II, and from present defence expenditure. There] _. d 
also this extraordinary item under ‘Other National Services (General)’: of ‘Works, Build’ window 






ings, Stationery and Information Services’. | the ligh 
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turnover, and for this reason an industry catering for the home market 
would be more productive than one catering for the foreign market, as 
| transactions with the latter involved a slower turnover. And, finally, the 
_ which provided goods for subsistence was necessarily prior to 
that which ministered to conveniency and luxury. Thus a system of 
priorities in investment emerges: investment for production ; investment 
for necessaries ; investment for durable consumption goods, investment for 
non-durable goods of conveniency and luxury ; investment for exports. 
Investment for exports needed for the import of category one and two 
‘would probably have to move up. 

It almost appears as if Adam Smith had been a super-planner, but he 
was convinced that once the truth was recognized, society would auto- 
matically strive to achieve it, and, under the guidance and blessing of 
a higher being, would have good prospects of reaching their goal. Thus 
there was no need for Adam Smith to trouble his head about which means 
should be applied to achieve the pronounced aims if the social and econo- 
| mic mechanism did not work in the desired direction. 

The above sequence of priorities does not take account of the problems 
of marketing and the deficiency of effective demand and is simply based 
on considerations of the highest possible increase in national wealth. It 
was perhaps tacitly assumed—what Malthus formulated later—that the 
existence of unproductive consumers would counteract a too speedy 
capital accumulation and thus prevent the capitalist system from being 
disrupted by deficiency of effective demand. Although Adam Smith never 
defended the unproductive consumer on these grounds as Malthus did, he 
considered his existence as essential to civilized society. 


Non-Manual Work 
That brings us right back to where we set out, to the classification of 
productive and unproductive labour as the basis of Adam Smith’s thoughts. 
| Here it might be useful to clear up some misunderstandings about the 
,| classification of clerical and professional work in the national output. 
sll Gince Adamo Smith used the term unproductive only as meaning ‘not 
an | Producing matter’, the omnibus-category of unproductive labour hereby 
ie |} @eated lent itself to misinterpretation. But Adam Smith was well aware 
bor of the role of transport, trade, and professional work in the economy. 
} Enumerating in his Introduction to the Wealth of Nations the activities 
s and I needed to provide a labourer with his means of existence, he mentions the 
ssa Merchants and carriers employed in transporting the materials ; commerce 
if and navigation ; the knowledge and art requisite for preparing the glass 
| Window, ‘that beautiful and hapy:y invention . .. which lets in the heat and 
‘} the light and keeps out the wind and the rain’. Later on, ‘good roads, 
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canals and navigable rivers’ ar prisd for diminishing the expense of Ar 
carriage and encouraging the cultivation of the remote. Young 

Tn discussing the ‘Component Parts of the Price of Commodities’ saa of min 
Smith mentions the ‘labour of inspection and direction’ which in many worker 
great works is mostly committed to some principal clerk whose wages are | Britait 
fixed with regard not only to his labour and skill but also to the trust | that e 
‘reposed in him’. And in his famous chapter on ‘Inequalities arising from | fom t 
the Nature of the Employments themselves’ he proposes high incomes for | tien 01 
the ‘ingenious arts and liberal professions’ such as painters, sculptors, | partly 
lawyers, physicians, not only to reward a tedious and expensive education ; POD 
but also on account of the great risk of remaining a mediocrity or legs, | British 
And he protested vigorously against the low salaries of the teacher of ths} Whi 
sciences. ‘Before the invention of the art of printing, a scholar and | onside 
beggar seem to have been terms very nearly synonymous. The different | that th 
governors of the universities before that time appear to have often granted | tive, in 
licences to their scholars to beg.’ produc 

Adam Smith was, as we have seen, in favour of keeping armed fordes | produc 
of a reasonable size, and he considered it a duty of the sovereign or com-| Which 
monwealth to erect and maintain public institutions and public works} #econ 
which could not be expected to be undertaken by groups of private; consid 
individuals because of an insufficient rate of profit. The government had{ wuprod 
also to administer justice, facilitate commerce, and instruct the people.~ | fom tl 

Thus we find a large category of ‘unproductive’ citizens considered} i is rec 
essential for society : merchants, sailors, captains of ships, managerial staff] # the ' 
and inventors, artists and scientists, teachers and civil servants, &c. We, mthe | 
are driven to the conclusion that Adam Smith did not introduce 
classification in order to degrade the unproductive occupations (othe: 
he would not have pleaded for many of their incomes to be higher than} 
those for productive labour) but in order to find a measure for the wealth| | 
of a nation which would depend on the proportion between productive 
and unproductive labour. It was this proportion between matter actually} 
produced for consumption and the number of people sharing in the con- 
sumption of this matter which occupied Adam Smith’s mind. 

The problem which occupations we have to include in the production 
of matter and what their proportions should be is more hotly debated] 
today than it was in Adam Smith’s time, and his merit in concentrating 0 abando 
it seems the greater. A school of thought is growing up which insists whelm 
the proportion of clerical and administrative staff to manual work nj the kin 
is much too high in this country and that the lack of efficiency in ¢ |] Sonside 
industry and the slow increase in our national output is mainly caused b; fervices 
this maldistribution of man-power resources. Several studies of efficie j Hl gove 
in the U.S.A. and Great Britain have emphasized this point. ment 















8. MOOS 197 


of} _ A recent report made by a member of the Coal Board, Mr. T. E. B. 
Young, after a visit to the U.S.A. stated that in the U.S.A. 72 per cent. 
of miners are ‘actual productive labour’, 18 per cent. other underground 
workers, and 10 per cent. surface workers, while the percentages in Great 
| Britain were 26, 50, and 24 per cent. respectively. It is interesting to note 
that even ancillary work at the face and haulage work is here excluded 
from the term ‘actual productive labour’, so that the Adam Smith defini- 
‘tien of creating matter is applied here in the strictest sense. And it is 
partly this definition which lies behind the redeployment schemes and is 
fesponsible for the statements of managerial experts that production in 
British industry, with existing equipment, could be doubled and trebled. 
| While in economic theory we have ‘advanced’ to the ideas of Say who 
gonsiders the purchase of a commodity or service as sufficient evidence 
that the activities connected with creating this utility have been produc- 
tive, in practice we begin to revert to Adam Smith, distinguishing between 
productive and unproductive labour and between different degrees of 
productivity. Even in the U.8.8.R. and in the east European countries 
which are preoccupied with this problem as a result of the Marxist approach 
to economics, the controversy is continued whether Marxist theory should 
tonsider government services and passenger transport as productive or 
wnproductive and whether they should accordingly be included or excluded 
from the national income. While in Western national income statistics 
itis recommended to include those government services supplied directly 
40 the ultimate consumer, and leave out other services as ‘intermediate’, 
inthe U.S.8.R. it is just the category of direct consumer services supplied 
by the government which are excluded if they do not form part of current 
production. Seen with a view to the concept of productivity this practice 
ems highly unsatisfactory, as health, administrative, and social services 
tannot possibly be productive when under the auspices of a trust or co- 
Operative and unproductive when carried out directly by the government. 
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The Problem of Measurement 

Is there then any possibility to get some order into the present rather 
thaotic state of this field of theory and of statistics? Any attempt to 
tlassify occupations as productive and unproductive will soon have to be 
tbandoned as the difficulties of interrelations and interpretation over- 
Whelm the eager researcher. We may attempt a classification according to 
en| the kind of goods and services rendered. We might, as the Russians do, 
nae ‘consider defence expenditure (or income), social services, and health 
y| Services as unproductive. We would have to settle the dispute whether 
yi all government activities, including defence, are final services, the govern- 
| ment appearing as ultimate consumer, or whether all activities aiming at 
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the maintenance of the existing social system are intermediate products, 
that is the government acting as producer, or whether some government 
activities are to be considered final and others intermediate. x 

A promising line of approach might be offered by working out certain 
proportions between different kinds of occupations, trades, and services, 
An attempt in this direction has been made by the establishment of man- 
power budgets, and these budgets could possibly be worked out in more 
detail. For this purpose a uniform occupational classification would be 
needed. Recently by a purely administrative measure book-keepers in 
government industrial establishments were shifted from the grade of 
‘industrials’ to the grade of ‘non-industrials’; in some statistics ‘opera- 
tives employed in warehouses and stores and canteen staffs’ are treated 
as wage earners; office staff, shop assistants, foremen, draughtsmen are 
treated as salary earners. Without a certain unified terminology it is 
difficult to compare the composition of personnel in different firms and to 
discover how far a firm is using too high or too low a proportion of adminis- 
trative, clerical, or distributive personnel. In many cases the proportions 
may be too low and an addition of technical and clerical staff skilled, for 
instance, in time and motion study or modern cost-accounting might easily 
increase productivity. One of the possibilities of grading according to a 
concept of productivity might be as follows: 


I. Workers 
(a) engaged in production ; 
aes ,, storage, handling, packing, and transport. 


II. Foremen, chargehands, and supervisory staff. 


III. Clerical and administrative staff: 
(a) engaged in work connected with the production line ; 


ee ,, contact with other firms; 
eee ,, contact with authorities ; 
5 ee », publicity and sales. 


The question arises of how to compare two firms, even if they are of 
similar size and produce similar products, if they have different quantities 
of capital equipment and buy different proportions of goods and services 
from outside. In a paper on ‘The Measurement of Overall Effectiveness of 
a Production Unit’ read by Sir Ewart Smith to the British Institute of 
Management it has been suggested to convert capital equipment and 
services received into man-power equivalents. The value of capital equip- 
ment would be divided by average annual income for industrial employes 
of all kinds and the result spread over the expected lifetime of plant, 


at present value. This method suggested for measuring productivity per | | 
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| anit of output could also be used cr adjusted for comparing the composi- 


tion of the labour force of different firms. Such an idea would also help 
in realizing a suggestion made by Dr. Rostas in the discussion on the paper 
mentioned above to express the output of different products in terms of 
labour-content weights. 

With the increased emphasis on productivity the question of labour 
content in output has also been brought forward as a method to make cost 
accounting of different firms comparable. Tke Institute of Chartered 
Accountants in England and Wales, in one of their recent publications, 
Developments in Cost Accounting, consider the best unit for budgeting 
output the Standard Hour. ‘It is the amount of work or output of any 
given product or process which it is estimated should be produced in one 
dock hour.’ Further on Standard Costing is recommended, involving ‘the 
setting up of standards as a basis for judging actual performance’. The 
standards should be set up according to a good, efficient, but not ideal 
performance and should be occasionally revised. The Temporary National 
Beonomic Committee in their Investigation of Concentration of Economic 
Power mentions the following tests they have used for establishing and 
comparing productivity : 

The selection of product ; the selection of a time period which the test is to cover ; 
the obtaining of the costs of all companies engaged in the production of this product 
for which costs are available; the classification of each company as large, medium- 
sized or small. The costs of the various companies engaged in the production of this 
product together with a size classification for each company are then arranged in 
order of ascending costs, from lowest to highest. The ascending cost series then shows 
the relationship between size and cost. 

In this way they could establish ideal, lowest unit costs. 

These concepts of the Standard Hour, the Standard Output, the Man- 
power Content of Capital and Services, the Ideal Unit Cost emerged in 
fecent years, not from economic theoreticians but from cost accountants, 
tficiency experts, and monopoly-chasing civil servants, and the problem 
arises how far economic theory is to take account of these developments. 
These new concepts, standards, and targets leave still many questions 
manswered. Once we measure productivity in relation to these standards, 
We shall know if some goods or services have been produced with a minimum 
loss of productive effort, but we shall not know how far these goods and 
services are the ones most needed by the nation and are making the nation 
wealthier in the sense of Adam Smith. 

How to assure that capital goods and necessaries and exports covering 
these two needs are satisfied before non-essential goods and services ? 
Could not the national income accounts be used for another classification in- 
tocapital goods, essential wants, non-essential demands and military needs, 
and another classification of national investment be introduced according 
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to social priorities and showing the share of net investment, in relation to 


these priorities, to the existing wealth and to national income? With 
regard to the distribution of man-power, use could be made of a mom 
detailed man-power budget. The International Labour Office in their 
study on Employment, Unemployment, and Labour Force Statistics, for 


instance, point out that ‘effective social policy in periods of reconstruction, 


even more than in wartime [italics mine] must be based upon a knowledge 
of the number and characteristics of both present workers and those 
potentially available. Such data . . . can point out the actual uses of 
man-power by industry. Thus in one country, for example, data on the 
increasing number of persons engaged in non-essential construction acti- 
vities emphasized the possibility of using that labour in other activities,’ 

Many of these suggestions and measures taste of more bureaucracy, 
industrial and governmental, and one might argue: why not leave the 
distribution of the productive effort to the price mechanism? What is 
produced at a given moment creates the greatest possivle individual and 
collective satisfaction according to the existing distribution of income and 
wealth and according to consumers’, managers’, and the government's 
preferences. This is correct but we have not the slightest idea of how far 
greater the satisfaction might have been by cutting out waste, imperfec- 
tions of the market, and irrational decisions. The section of the economy 
where satisfaction is regulated by price is relatively small. Government 
activities are excluded, domestic activities are excluded (the latter 
estimated at 25 per cent. of national income), commodities with low 
demand-elasticities and regulated by price-control and price-maintenance 
schemes are no good measure, neither are commodities imposed on the 
consumer by a selling campaign nor commodities in short supply. If we 
add all the other imperfections of the market, relatively little is left of 
price as a measure of satisfaction and of productive effort. The Report on 
Steel Founding published by the Anglo-American Council on Productivity 
stated: 

‘The objections to using money equivalents as a basis of comparison lie in the 
circumstances that no economic system exists wherein prices are an accurate 
reflection of the human effort expended, that the dollar-pound exchange rate is an 
incomplete guide to equivalent values of anything but gold, and that the present 
shortage is manpower. Only by concentrating upon productivity in terms of man- 
power can improvements be made in the use of manpower.’ 


Conclusions 

The ultimate method for achieving Adam Smith’s ideal could only be 
the removal of the imperfections of the market. But this is a very far- 
away aim. Until this is reached, the bureaucratic method seems un- 
avoidable; that is, standard costing, standard hours, budgeting and 
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targets, a unified classification of man-power and man-power contents 
would have to be built up from below by firms and industries to arrive at 
a national total. As long as the distribution of man-power is a freak result 
of historical forces and irrational desires, as long as it is distorted by the 
memories of the depressed areas and of underpaid essential industries, on 
the one hand, and by the magnetic force of high wages and profits of non- 
essential industries, on the other, the productive effort cannot obey the 
demands of an optimum national output and social welfare. A man-power 
budget from above modelled on the priorities of Adam Smith would have 
to be considered. This budget wouid not be a ‘target’ to be aimed at or to 
be achieved within one year by compulsory methods, but a long-term aim 
to be approached with the help of vocational guidance and of a change in 
the comparative net advantage of industries and occupations from which 
or into which workers are hoped to move. And, finally, an improvement of 
the national income accounts as suggested above could add to the aware- 
ness that neither price nor output per man hour in itself is a sufficient guide 
to total welfare without a certain pattern of an ideal distribution of 
man-power, of social priorities, and without a concept of social waste and 
social luxury. 

One of the most important measures of actual and potential progress— 
net investment—would have to emerge from hidden-away corners to the 
front page of national income accounts. In this way our relative ignorance 
with regard to the wealth, welfare, and defensive strength which we could 
enjoy if our material and man-power resources were used near their 
optimum capacity would slowly recede. But, first of all, one would have 
to agree that under present circumstances and in the near future price 
does not adequately fulfil the function of maximizing effort or satisfaction 
in the economy as a whole, or at least that we rarely know whether or when 
this does occur. The fact that we live in times when considerable price 
changes of very uneven distribution occur over a short period of time and 
thus make the use of price indices more hazardous than usual makes the 
search for supplementary and alternative methods more urgent. 


THE DURHAM COLLEGES, 
UNIVERSITY OF DURHAM. 








THE ORIGINS OF INDUSTRIAL PEACE: 


THE MANUFACTURED IRON TRADE OF THE 
NORTH OF ENGLAND 


By A. J. ODBER 


I 


Tue Conciliation Act of 1896 was the first official attempt to improve 
relations between employers and employed which can be said to have 
been even partly effective. By this Act the Board of Trade was empowered 
to inquire into industrial disputes, to appoint a conciliator, at the request 
of either of the parties to the dispute, or to appoint an arbitrator if both 
parties requested it. No compulsory powers, not even to call witnesses, 
were granted, and either party could refuse to recognize the conciliator. 
The work of Mr. G. R. Askwith (later Lord Askwith) as a counciliator 
under this Act has been well described by himself in Industrial Problems 
and Disputes. There he describes his intervention in disputes in many 
different industries. Some industries seem to have troubled him rarely or 
not at all. In a number of cases this was because they had already found 
their own way to prevent or much reduce disputes between masters and 
men before the passing of the 1896 Act. 

Miss Elizabeth Brunner has already described how this was done in the 
boot and shoe industry. Another important industry which had little 
need of the 1896 Act was iron and steel. Askwith was occasionally called 
to settle a dispute in the industry, as, for example, when he fixed bar- 
cutters’ wages in the south Wales tin-plate trade in 1904. Usually, however, 
disputes were settled inside the industry, for the various sections already 
had their own methods of maintaining good industrial relations, some with 
joint conferences, others with joint sliding-scale committees, and still 
others, particularly in the manufactured iron trade, with more formal 
boards of conciliation and arbitration. 

This paper is an account of the establishment in 1869 of the first of 
these formal boards in the iron industry—the Board of Conciliation and 
Arbitration for the Manufactured Iron Trade of the North of England.* 


II 
Before the actual creation of this board is described, something must be 
said of the rapid growth of the iron industry of the north-east of England 


1 Oxford Economic Papers, June 1949, ‘The Origins of Industrial Peace: The Case of the 
British Boot and Shoe Industry’. 

* Despite its title, the board catered for firms in the north-east of England only and did 
not include firms in Cumberland or Lancs. Many iron firms in the north-west and elsewhere 
did voluntarily foilow the board’s decisions. 
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and of the effect of this growth on the relations between management and 
men in the industry. The expansion of the industry will be discussed in 
this section and the influx of new labour in the next. 

There had been some few pig-iron makers and malleable iron makers in 
the area since early in the nineteenth century, but they had had to rely on 
Scottish iron'ore. Ore beds were known to exist at Whitby, and about 1844 
Lowthian Bell conducted a series of experiments with ore from Grosmont 
near Whitby in the blast-furnaces of the Walker ironworks on Tyneside. 
These experiments were abandoned after a year, as Bell had come to the 
conclusion that better pig-iron could be made out of Scottish blackband 
ore,! which had a much higher iron content than Whitby ore. Bell could 
not have been completely disappointed with his experiments, for some 
time later he again tried ore from Grosmont, and, as more experience was 
gained, the quality of the resultant pig improved. 

Until 1838 the manager at Walker had been John Vaughan, but in that 
year he left to go into partnership with Henry Bolckow. They founded 
the firm of Bolckow & Vaughan and began manufacturing iron bars at 
Middlesbrough. As the firm grew it found difficulties in obtaining a 
regular supply of suitable pig-iron, and so in 1846 blast-furnaces were 
built at Witton Park to use ore from local coal seams. This was insufficient 
so Whitby ore was used. In 1850 the main iron ore seam was traced, per- 
haps by Vaughan, from Grosmont right across the Cleveland Hills to 
Middlesbrough so the firm built three new furnaces nearer to that town 
and to the ore beds. By now Lowthian Bell was also satisfied that the 
use of Cleveland ore would be economical, and in 1852 he leased the newly 
discovered ore-fields at Normanby. Two years later he began building the 
Clarence Works on the north bank of the Tees. 

Everything was favourable to a rapid expansion of iron-making. The 
ore contained only 30 per cent. of iron, but the seams were thick and near 
to the surface. Extraction was easy and royalties low.? Moreover, the 
mines were near to good cheap coking-coal and to the sea. These advan- 
tages were quickly made use of, and the district’s pig-iron output, which 
had been about 100,000 tons in 1847, rose to 660,000 tons in 1860 and to 
1,630,000 tons in 1870.8 

Here, however, we are concerned with the manufactured iron trade, that 
is with the conversion of pig-iron into finished malleable iron by puddling 
and rolling. The above statistics of pig-iron output, though interesting in 


1 Greville Jones, ‘Bell Brothers’ Blast-Furnaces from 1844-1908’, Journal of the Iron 
and Steel Institute, 1908, iii, p. 60. 

* §. Griffiths, Guide to the Iron Trade of Great Britain, 1873, pp. 119-21. 

* There was also a rapid growth of pig-iron production relative to that of other areas. 
In 1873 the north-east of England had 130 furnaces in blast and 26 building. The rest of 
Britain had 585 in blast and 18 building, and of these 13 were going up in the equally new 
area of north-west England. See Griffiths, op. cit., pp. 253-67. 
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themselves, cannot be taken to prove an equally rapid expansion of the | 


malleable iron trade, for in those days pig-iron was often made in one 
district and then sent to another for puddling and rolling. Unfortunately, 
as Bell discovered,! detailed statistics similar to those for the make of 
pig-iron were not available for malleable iron produced in the north-east 
of England before 1872. Even so, the evidence points to a rapid growth of 
malleable iron production, and Griffiths claimed that it grew almost ‘pari 
passu with pig iron making’. The available statistics support his claim: 


North of England Iron Trades: Weekly Output (Tons) 














Approz. 
percentage 
1856 1872 increase 
Pig-iron 85908 37,865¢ 340 
Malleable 2660* 11,736 340 








Even this does not show the full growth of output of malleable iron 
between the two dates, as the figure of 11,736 tons is the weekly output 
of some nine-tenths of the firms in the north-east.’ There is not sufficient 
detail to support a claim that the growth of the finished iron trade was 
even more swift than that of the pig trade, but there was clearly a rapid 


increase of both. 


iit 


The necessary labour for the new ironworks on the north-east coast 
could not be found locally, but the above figures suggest that the growth 
of output could not have been seriously hampered through any difficulty 
in getting men to move from other parts of the country. In fact, there was 
a large movement of both skilled and unskilled labour. The effect of this 
movement on labour relations in the industry has been described by Henry 
Crompton in Industrial Conciliation, pp. 54-5, and in more detail by 
William Whitwell, President of the Board of Conciliation and Arbitration 
for the Manufactured Iron Trade of the North of England from 1875, in 
evidence before the Royal Commission on Labour in 1892. There Whitwell 
said that skilled men came from ironworks in Wales, Staffordshire, and 
Lancashire, while labourers came from agriculture, quarrying, mining, and 


+ Lowthian Bell, Iron Trade of the United Kingdom, p. 18. 

* Griffiths, op. cit., p. 123. 

* Griffiths, op. cit., p. 315, table giving output of English firms north of the Humber. 
* Calculated from Griffiths, op. cit., p. 119. 

5 Bell, op. cit., p. 18. 
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other industries.!_ Crompton mentioned that a considerable number were 
frish. Discipline was bad, for there were few ties of friendship, locality, 
ir service, the men being ‘strangers to their employers as well as to each 
other’. The result was that the fluctuations of trade and of earnings 
which were so common in the iron trade at that time led to a series of 
disputes in which the men grew suspicious and the masters showed little 
sign of understanding their difficulties. 

Whitwell, Crompton, and L. L. Price (in Industrial Peace) all mentioned 
the fact that at this time most of the men were uneducated and were very 
lacking in knowledge of their new trade. Crompton commented that he 
found no sign of ‘superiority like that respecting some of the coal-miners’.? 
The labour was muscular rather than mental, and intelligence was not 
considered necessary for most of the tasks in a works. Thus the men could 
hardly be expected to understand the fluctuating nature of the demand for 
iron. Furthermore, according to Sir Bernard Samuelson, most of them 
now enjoyed ‘higher wages than those to which they had been accustomed’, 
and seemed determined not to allow them to be reduced.® 

The result was that during the period of bad trade in 1864-6 there was 
a series of disputes, ‘and the whole district appeared to have been given 
over to disputes and demoralisation’.t This culminated in a 5 or 6 months’ 
stoppage in 1866; the trouble began at one firm in Darlington where the 
men claimed an increase in wages. This was at a time when American 
demand for rails was temporarily low and when investment demand at 
home was being weakened by scarcity of money and fear of war in Europe. 
The price of rolled bars at Middlesbrough was falling steadily,5 so the 
owners refused the increase and demanded a reduction.. This, in turn, was 
refused by the men, and they were promptly locked out. Soon the whole 
district was involved, and a strike was declared which lasted over 4 
months. In the end the union, which was only about 3 years old, was 
almost destroyed and the owners succeeded in obtaining a reduction in 
wages. Prices continued to fall and further cuts were made in the next 


1 Royal Commission on Labour, Group A, Questions 14,978, 14,988-93. This commission, 
which covered all industries, was divided into three groups, each of which dealt with several 
industries. Group A, under the chairmanship of Mr. David Dale, inquired into mining, 
iron, engineering, hardware, shipbuilding, and cognate trades. 

* H. Crompton, Industrial Conciliation, p. 54. 

® Quoted by Whitwell before the Royal Commission on Labour (Group A, Question 14,978) 
from @ paper read by Sir Bernard Samuelson before the first meeting of the British Iron 
Trade Association in 1876. 

* J. 8. Jeans, Conciliation and Arbitration, p. 88. 


sf 1864 1865 1866 1868 
Average price per ton: 1588. 10d. 1538. 2d. 1478. 2d. 1278. 3d. 


From Lowthian Bell, op. cit., p. 132. 
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2 years. These caused bitter resentment, but no strikes, as the union was — 


in no condition to fight, 
IV 

Such was the position in 1866. Yet, as will be shown in this section, 
3 years later a Board of Conciliation was formed. As Mr. Hicks has shown! 
the first industrial boards had concentrated on arbitration and it was not 
until 1860 that the first conciliation board proper was formed, in the 
hosiery trade of Nottingham. Mr. A. J. Mundella, an employer in the 
trade, was mainly responsible for the formation of the board, which 
served as an example for the iron trade and others. 

The Hosiery Board was self-contained in that Mundella was made 
chairman with a casting vote. At first he used this vote whenever the 
parties failed to agree, but he found that the casting vote got them into 
trouble,? so from 1864 the board members decided that the vote should 
not be used, and the board became effectively a conciliation board only. 
About 1865 a Committee of Inquiry consisting of two employers and two 
operatives was created to settle disputes without reference to the board. 
It had no power to enforce awards, but its advice was usually followed. 

This board was followed by one or two others. In particular, the 
Nottingham lace trade formed a board with a referee from outside the 
trade in Henry Crompton, and in 1868 a board was created in the pottery 
trade of Staffordshire. In the following year came the best known of 
these early boards, that of the North of England Iron Trade. 

In its early years this board had to face one or two brief sectional 
strikes, including one of 12 days’ duration in 1882, but even such strikes 
were rare, and never again did the iron industry of the north-east face 


anything comparable with the protracted struggles which were so common » 


in the iron and coal industries at that time. Moreover, the board was 
partly responsible for improved industrial relations in other iron manufac- 
turing areas, since several employers in Cumberland, west Scotland, and 
south Yorkshire, though not members of the board, followed its decisions 
on wages and working conditions and thus greatly reduced friction in their 
works. This remarkable change in industrial relations was brought about 
by the efforts of a small number of employers and unionists, and most of all 
by the work of Mr. (later Sir) David Dale of Darlington, a director of the 
Consett Iron Company.® 

1 ‘The Early History of Industrial Conciliation in England’, Zeonomica, March 1930. 

2 Royal Commission on Trades Unions, 1868, Question 19,348. 

® Dale, a great-nephew of the David Dale who was Robert Owen’s father-in-law, was 
brought up in Darlington. While on a trip to New Lanark shortly after the death of Dale’s 
father his mother’s coach had broken down at Darlington. Her short stay there was made 
so pleasant by the kindliness of the local Quakers that she later returned and settled there. 


She became a Friend in 1841, and her son was apparently brought up in the sect. Dale 
became a clerk ia the Wear Valley Railway Company in 1846, at the age of 17; secretary 
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Dale was a Quaker and was therefore interested in industrial peace for 
its own sake. In a paper which he read to the Leeds Industrial Conference 
in 1899! he told of attending meetings of the Associated Chambers of 
Commerce in 1865, 1866, and 1867, and of hearing Mr. Whitwell—the 
M.P. for Kendal—and Mr. A. J. Mundella describe how conciliation was 
employed in the carpet and hosiery trades respectively. He was ‘especially 
impressed by Mr. Mundella’s clear description and earnest commendation 
of the conciliation system established by him in the Hosiery and Glove 
Trades of Nottingham, Derby and North Leicestershire’. Dale added that 
his early guidance as to how conciliation could be made effective was from 
Mundella, while his later ‘clearer views of procedure’ were due to Sir 
Rupert Kettle.” 

Dale decided that some form of conciliation might be valuable in the 
iron trade. In February 1867 he moved and saw carried at the London 
meeting of the Associated Chambers of Commerce a resolution affirming 
‘the desirability of establishing Courts of Conciliation for the settlement 
of disputes between Masters and their employees’.2 In March of the 
following year, when he was Honorary Secretary of the Iron Manu- 
facturers’ Association, he sent a letter to each member of the association 
inviting them to consider the establishment of a ‘Standing Local Com- 
mittee’ of employers and men to discuss ‘questions affecting their mutual 
relations ’.* 

The first attempt was welcomed by a few of the masters, including 
Mr. Whitwell (nephew of the M.P. for Kendal) and the Bell brothers, but 
most, acecidi:.g to Dale, were not enthusiastic. So, to quote his paper 
again, Dale’s suggestions ‘stood over for nearly a year, whilst the educa- 
tional process was going on’. It seems, however, that the masters’ 
attitude was partly one of caution and not entirely opposition, for a meet- 
ing of the Masters’ Association on 7 April 1868 appointed a committee to 
study methods employed in other industries and prepare a scheme for the 
iron trade. The committee apparently did its work very thoroughly, for 
it did not report until January 1869, when it recommended that a ‘Local 


of a section of the Stockton and Darlington Railway at 20; partner in a locomotive works for 
& time ; and an inspector of the closed Consett Works of the Derwent Iron Company in 1858. 
This firm had been forced to close its three works after the failure of a local bank. These 
works were bought over in 1864 by the newly formed Consett Iron Company and Dale was 
made a director. He became Managing Director in 1869 and Chairman in 1884. He also 
became managing partner in J. W. Pease & Company and had financial interests in ship- 
building and coal and iron mines. A short account of his life is given by Howard Pease in 
& preface to Sir Edward Grey’s Inaugural Address for the David Dale Trust. 

1 Thirty Years of Industrial Conciliation and Arbitration. 

® Dale, op. cit., p. 2. 

* Ibid., see also Jeans, op. cit., pp. 88-90, where the communication is given verbatim. 

* Dale, op. cit., and Howerd Pease in his Preface to Grey’s Inaugural Address for the 
David Dale Trust. 
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Standing Committee of Masters and Men directly associated with Iron- 


works’ should be appointed if the men were in favour of it. 


Dale’s success in converting the masters was aided by several factors, 
First was the high capital cost of an ironworks of any size—and according 
to Jeans the iron firms in the north-east of England averaged about 430 | 
workers in 1869%—which meant that strikes and lock-outs were very | 


costly. In evidence before the Labour Commission Edward Trow, General 
Secretary of the Association of Iron and Steel Workers, spoke of a firm in 
1876 where a few men refused to carry out the orders of the board. The 
trouble was over in a few days but the loss to the firm was £678. 10s. The 
expense of disputes was increased, as Crompton pointed out,* by the close 
connexion between various tasks which meant that a strike in one part of 
the works often slowed or even stopped operations elsewhere. 

The second reason for the acceptance of Dale’s suggestion by the 
employers was best put by Sir Bernard Samuelson in his paper before the 
first meeting of the British Iron Trade Association in 1876.5 The reduction 
of wages in 1866-8 had made the men resentful and ‘rendered it more than 
probable that any considerable increase in the demand for iron would be 
the signal for peremptory demands on the part of the workmen, tending to 
a renewal of the confusion of previous years, and to the destruction of the 
prosperity which all might otherwise hope to share’. The increase of 
demand came in 1869, and future business prospects looked good, if 
strikes could be prevented. The future, therefore, seemed to depend on 
whether the men would support a Local Standing Committee or not. 

Fortunately Dale had not only suggested conciliation to the employers, 
he had discussed it with the men’s leaders, John Kane and Edward Trow, 
and they had been explaining the advantages of conciliation to their 
followers for some years. 

Kane hac¢ started work at a Gateshead ironworks in 1834 and had tried 
for many years to form a union. He succeeded in 1863, but lost his job 
of roller for ‘defending the Leeds and Low Moor men when locked out’* 
He told the Trades Unions Commission in 1867 that he had since lived on 
his £140 per year as President of the Association of Ironworkers.’ 


1 Howard Pease, op. cit., p. 38. 2 J. 8. Jeans, op. cit., pp. 91-2. 

* Royal Commission on Labour, Group A, Questions 15,159-60. 

* Crompton, op. cit., p. 55. 

5 Quoted by Whitwell before the Royal Commission on Labour, Group A, Question 14,978, 

* Royal Commission on Trades Unions, Fifth Report, Question 8,208 

’ This may seem large for the president of a small union at that time, but both wages 
and union subscriptions were quite high. Kane told the Trades Unions Commission (Questions: 
8,219-25) that in 1865-6, a year of poor trade, 5,000 men paid £6,000 in dues. This income 


fell to £1,000 in the following year, as @ result of the long strike and of the trade depression 


which reduced wages and caused much unemployment. The union revived slowly and in 


1868 was reorganized nationally. According to the Webbs’ History of Trade Unionism, 


p. 240 n., Kane then became general secretary. He died in 1876, and was succeeded by Trow. 
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Dale was aware of the advantages of a strong union if arbitration were 
to be effective, and he seems to have persuaded the employers to accept 
the men’s selection of Kane as their Secretary to the Conciliation Board 
when it was founded in 1869. Kane had certainly not been popular with 
the owners a few years earlier. During the strike of 1866, which he led, 


] the owners had refused his request for arbitration, and in December 1867 


they had turned down his request for a general conference of masters and 
men, but 18 months later they raised no objection to his being appointed 
Operatives’ Secretary to the board. 

Kane, then, had been in favour of a conference in 1867, but not all his 
men were sure of the benefits of conciliation. Late the following year a 
strike was threatened, but some of the workers decided to pay a visit 
to Nottingham to inspect Mr. Mundella’s conciliation boards. This was 
apparently at Dale’s instigation.1 The report on the Nottingham boards 
was favourable, and in February 1869, a few weeks after the committee 
set up by the employers had recommended the creation of a Local Standing 
Committee if the men were in favour, and while this recommendation was 
still being considered by the employers, the men of several works sent an 
official communication to the employers asking for ‘a Board of Arbitration 
constituted and arranged on Mr. Mundella’s scheme’.? A conference was 
held between employers and men on 1 March 1869; the men were still a 
little suspicious, possibly because of earlier rejections of Kane’s requests 
for a conference, or because of his dismissal for union activities, for they 
demanded ‘personal guarantees that we shall not be interfered with, 
deprived of our labour, or made marked men, like others have been before- 
time’. This guarantee was given by the employers. 

Several meetings, at which Dale presided, were held, and at the final 
meeting of 22 March 1869 ‘The Board of Arbitration and Conciliation for 


the Manufactured Iron Trade of the North of England’ was born, and Dale 


was electad the first president of the board. 


V 


This was a very great achievement. Clapham refers to it as ‘something 
of a feat’. L. L. Price goes into great detail about the fluctuating prices 


} and uncertainties of future demand.’ They both emphasize the youthful- 


hess of the industry, which according to Clapham was ‘without traditions 
and without regular unionism’, and the ignorance of the men who were 


“without much book learning or very long experience’. Price quotes from 
Various arbitration awards, where workers’ representatives’ opinions of 


1 J. R. Hicks, Economica, March 1930, p. 36. 2 Dale, op. cit., p. 2. 

* J. 8. Jeans, op. cit., p. 90. 4 Economic History of Modern Britain, vol. ii, p. 175. 
"5 Industrial Peace, pp. 18-27. 
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puddlers are given, to show that puddiers as a class were ‘not very intel 
ligent’. All this is looked on as increasing the difficulty of forming any sort 


of permanent board between masters and men. Yet even if we accept this. 


as a correct judgement of the men’s ability (and the evidence of 


employers to the Royal Commission on Labour 1892 suggests that, even j i 


the men were stupid in 1866, their ability to bargain, and the ability of 
their representatives to study prices and form opinions, grew rapidly in 
the next few decades), it is not necessarily true that a youthful industry 
and an ignorant crowd of workers is an enormous handicap to good 
industrial relations. It seems reasonable to claim that this is the very 
breeding-ground for a joint board, if there exists an employer of strong 
character, great persuasive powers, and clear-r-indedness. Such a man 
was David Dale, as his chairmanship of Group A of the Royal Commis: ion 
shows. Dale also had the integrity which enabled the board to prosper once 
it was created. 

The fact that the industry was young with no traditions or regular 
unionism, and that the men lacked long experience, meant that Dale's 
persuasiveness was not met by the deep resentment and prejudice which 
is caused by decades of industrial unrest. It is true that the men were at 
first suspicious of the owners and demanded the guarantee which has been 
quoted above, but once the promise of no victimization was given they 
seem to have co-operated willingly. The union man with a grudge— 


common enough in other industries, as again the Labour Commission 


shows—could hardly be common in the iron industry of the north-east 
where the first union was not formed until 1863. Many of the owners were 


quite new to industry also, and could not have learnt to hate the sight f , 


a union card. Dale himself had not been connected with the iron industry 
until 1858. 

It seems probable, therefore, that both sides would be more receptive 
of Dale’s ideas than if there had been a long history of strikes and lock 


outs in the industry. This argument is not refuted by Whitwell’s stateme t " 
a) After: 
AT that ‘the 


to the Labour Commission (Group A, Questions 14,988-92) that skill 
iron-workers came from other areas and labourers from other trades, 
the trade was growing so rapidly that it would have been quite impos) 
sible to get enough skilled men from other districts. Many men new to 
trade would soon be training for skilled jobs. The speed of promotion j in 


Finally, even the skilled man with memories of strikes in other areal 
was making a fresh start amid new surroundings and under different 
employers. This would surely help to reduce any bitterness felt towards} 
those in authority. an, 
As was mentioned in section IV, Dale made one very enlightened move, 
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i perhaps encouraged by knowledge of Mundella’s comment in evidence 
‘| before the Trades Unions Commission in 1868, that the board in the hosiery 


ls | industry ‘could have done nothing without the organization of the union’. 


# | The move was to encourage the other owners to recognize the union and to 
= | accept John Kane—the Union Secretary—as the men’s chief representative 


‘| on the board, despite the fact that he was no longer employed in the 


: industry. Evidence given before the Labour Commission showed that 
| even in the 1890’s many masters in other trades were still objecting to 
* | meeting unionists who were not members of their own industry, and often 
| oftheir own firm. In his address at Leeds, Dale outlined typical attitudes 
> | adopted by the masters, and commented that the refusal to meet men who 


: J were outside the trade made good relations much more difficult to achieve. 


|| His own opinion was that large unions obviously needed full-time officials.® 
At first Dale had found difficulty in persuading employers to accept the 
| justification of a union at all, but he found that in his own trade the 
| owners gradually realized the advantages of treating with the men as a 


: #1 class and of varying their wages and conditions together as trade varied. 


'} They also came to accept Dale’s belief that unions had their useful and 
‘| necessary side in helping to enforce the observance of awards and wage 
"4 contracts. Dale’s attitude may have helped the revival of the union after 
|} 1866. Certainly once the board was formed, the employers came to realize 


. * that a strong union was essential to ensure that the awards were carried 
~~ § out, and this further strengthened the union. By 1873 it had a country- 


‘| wide membership of 35,000. The succeeding years of bad trade greatly 


*™ | teduced its membership and in 1879 it had only 1,400 members, mainly in 


* the north of England. After that it began to grow again, although the fact 


™ 7 that by then the manufacture of iron was a declining industry prevented 


“| ils regaining its former size. By 1892 it had about 10,000 members in south 


. : Yorkshire, north and south Staffordshire, east Worcestershire, west 
o® | Cumberland, and the north of England, but its main strength still remained 


Jin the north. 
"| After 30 years’ experience of this union and of the.board, Dale believed 
*} that ‘the best security employers can have for the rule of reason and the 
dbservance of engagement on the part of the operatives belonging to any 
trade union, is that that union should have an able and thoroughly trusted 
ecutive’. He added that the chance of its having reasonable officers 
mas Was increased if the union were recognized by employers and public 


BE The next problem to be discussed is why, despite the employers’ 
“}ieceptance of Kane as Operatives’ Secretary, the rules of the board made 
"1 1 Question 19,368. * Dale, op. cit., p. 6. * Ibid., p. 4. 
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no reference to the existence of any union, and why the rules were not Morec 
modified in later years when there were few non-unionists in firms left = 












represented by the board. boone 

According to the rules, negotiations were to be between ‘employers’ and | _ Tn 
‘operatives’, and although the men elected union officials to rep t Secret 
them, they were not appointed to the board as such. Ashley suggested 7 “a 














that this was because when the board was created ‘unionism was only 
beginning to obtain respectful treatment’.! It seems possible that the and “ 
employers, though willing to have unionists on the board, wanted both workir 
unionists and non-unionists to help elect their representatives, so that the | %°0U" 
unjon was not officially in control of the men’s side of the board. ‘| still he 

There is also the fact that when the board was founded the union,| ¥°°™ 
although growing, may not have been large enough to enforce decisions direct! 
made by associated employers negotiating directly with the union. This} *e8e i 
difficulty was encountered in the south Staffordshire manufactured iron Jone 
trade, where an informal board was formed in 1872.? This board com| Bnglan 
sisted of twelve employers chosen by the Employers’ Association and Board 
twelve operatives chosen by the Ironworkers’ Association. The not Bteel Vi 
unionists, who seem to have been numerous at that time, refused to obey 
the board’s awards, and the union had no means of stopping them. The 
board failed, therefore, in 1875. The employers offered to form a new} M8tanc 
board in the following year, and the men agreed providing it was ‘as nearly . This 
as possible on the lines of the Board which they had in the.North @ which 1 
















England’.* So in 1876 there was formed the ‘South Staffordshire Mill aniy Tu 
Forge Wages Board’ on formal lines, with a president from outside of _ 

trade, and with a set of printed rules. The operatives of each firm elected] Boilerm 

a representative from amongst themselves in the same way as in the nortl brough | 

of England. A] &., in: 

It is quite easy to understand, then, why in the early years of th ¥ _ 

ni bs » Ha 


formal boards the masters would not negotiate directly with the , 
The same reasons could hardly be said to apply 30 years later, yet as Ashley admitte 
showed,5 the rules of the boards still did not mention the union in 1 0 in Sugg’ 
By then the associated employers fully recognized the great help that the Bociety 
union gave in ensuring that the decisions of the boards were obeyell| underst< 








(| as well a 














1 W. J. Ashley, Adjustment of Wages (1903), p. 145. | nevi 

* This was the first board to be created in the iron industry after the foundation of 1 
North of England Board. ey 

* This board had no president, no title, and no rules, and its very informality may WHE 3 Th, g, 
have contributed to its lack of authority. ‘and Steel ' 

* This unsolicited testimonial occurs in a reply to the Labour Commission by Aucol§ 4 7,5, y 
Operatives’ Secretary to the board. The pages of the Commuission’s Minutes of Evidém@) pontain so; 
contain further proof that ironworkers in other areas held the Northern Board in hig} 5 Royal 
esteem. See, for example, Cronin’s comment, Group A, Question 15,938. - 6 Ibid., 






® Ashley, op. cit., pp. 144-5. 
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i Moreover, 10 years before, Trow claimed that there were few non-unionists 
. | left in the firms associated with the boards,! although there were several 
e unions of enginemen, cranemen, labourers, &c. 
,} In a lecture at Birmingham University in 1902,? Mr. Daniel Jones, 
4 | Secretary of the South Staffordshire Ironmasters’ Association, and Em- 
4 | ployers’ Secretary to the Midland Wages Board,* explained why that board 
only still did not recognize unions for the purpose of negotiations about wages 
the and conditions of labour. He said that the union was ‘essential to the 
roll working of a Wages Board’ and that the midland iron-manufacturers 
the encouraged their operatives to belong to the union, but that each employee 
still had to belong to the board as a worker, not as a unionist. If unions 
were recognized for purposes of negotiation, and their secretaries appointed 
iol directly to the board, each union would act solely in its own interests, 
This these interests would clash, and the result would be strife. 
ay Jones added that attempts had been made, especially in the north of 
England, ‘to engraft these subordinate associations upon the parent 
j| Board’. He was probably not referring to Trow’s Association of Iron and 
= Steel Workers,* but to the small unions of craftsmen, maintenance men, 
and ancillary workers, for he had remarked earlier in the lecture that the 
a: board was not to be ‘the instrument of several other organisations, as, for 
nev instance, boiler-makers, engine and cranemen or whatnot’. 
_ This suggests, then, that it was the existence of numerous small unions 
i] which made direct union representation on the board undesirable. 
4). Group A of the Labour Commission questioned the General Secretary 
é of one small union—John Whitbur. of the Enginemen, Firemen and 
31 Boilermen’s Amalgamated Society, :-bich had been formed in Middles- 
. 4 A] bough in November 1889. This union was seeking to enrol all enginemen, 
} &., in all industries, but had so far achieved a membership of only 4,000. 
‘ Whitburn claimed that the Cleveland ironmasters, i.e. the makers of pig- 
: ol | iton, had consistently refused to deal with his society,® although he later 
re yma when questioned by Trow, that the latter was probably right 
' | in suggesting that the trouble was mainly between the Enginemen’s 
4 | Society and the Association of Blastfurnacemen, and that the masters had 
4} tnderstood that the Blestfurnacemen’s Union represented the enginemen 
fe 4s well as the other workers, as, in fact, they always had done previously.® 
In evidence before the same commission Hugh Bell, ironmaster, said 





° 
" 
- ee eee 











1 Royal Commission on Labour, Group A, Question 15,394. 

_,| * Reprinted in W. J. Ashley, British Industries, see especially pp. 46-7. 

_* The South Staffordshire Mill and Forge Board changed its name to the Midland Iron 
Steel Wages Board in 1886. 

This was the name adopted by the Ironworkers’ Association in 1887. It did, in fact, 
0ntain some steel workers, but its main strength remained in the iron trade. 

Royal Commission on Labour, Group A, Questions 17,323-4. 

* Tbid., 17,454~7. 
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that in 1891 a joint committee of owners and blast-furnacemen, incl 
some enginemen, had renewed the blast-furnacemen’s sliding scale 





wages based on the price of pig-iron. Some months later the new Engin \. 


men’s Society refused to accept a reduction of wages under the 
claimed that the scale did not apply to them, and threatened a cil 
They were forced to accept the reduction, however, as they had members 
only at three or four of the works covered by the agreement,’ and even 
there the rest of the men refused to support them. Bell thought that the 
previous good relations with the men would be at an end if ‘every small 
class of men claimed to be represented by a separate association and dealt 
with separately ’. 

Dale’s opinion on this problem emerges from his questioning of Whit- 
burn.* Dale suggested that ‘it would hardly be possible to have an 
associated body of employers with whom you (i.e. Whitburn’s union) 
could deal, because those employers would have to be persons carrying on 
very varying industries all over the country’. Whitburn replied that both 
the engineers and the joiners had unions with members in many trades, 
but they still managed to negotiate with associated employers and 7 
disputes. 

Dale then ascertained that the members of Whitburn’s union wroskeil 
for dock companies, ironmasters, iron manufacturers, mine owners, and 
engineers, and commented that these bodies had nothing in common 


except the employment of a few men of the same trade. He dismissed the} 


possibility of such a union ever negotiating with employers’ associations, 
and did not seem to believe one union could successfully negotiate 
separately with different groups of employers. He apparently believed 
that the future trend was towards industrial unionism.‘ 

Mr. Jones’s lecture and the evidence given before the Labour Con 
mission throw much light on the problem of why the iron manufacturets 
of the north-east and the midlands continued their policy of not dealing 
with unions on the Conciliation Boards. It seems clear that the owners, 
though recognizing the value of unions, feared that if one union was 
recognized the others would not rest content until they were recognized 
too. If all were recognized for negotiations there would be trouble and 

1 Royal Commission on Labour, Group A, 14,606. 


* Ibid., 14,529-31. § Ibid., 17,312-22. 
“ Dale was wrong, but it is notable that there are now only two production unions 


peculiar to iron and steel, the I.8.T.C. and the Blastfurnacemen. The N.U.G.M.W. has some ; 


production and ancillary workers, mainly in Sheffield, but most of these grades, incl 
crane-drivers, &c., are in the I.8.T.C. Dale could not have foreseen the great increase in 
proportion of maintenance to process workers which has enabled the employers’ association 
to negotiate with the various national craft unions in the way which he evidently thought 
unworkable. At the same time, negotiations with the production workers are 
simpler and, on the whole, employers find that disputes with these men are rarer 
usually more quickly settled than are disputes with the various maintenance trades. 
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lousy between the unions. In effect, as Dale was well aware, at least 
ies to recognize no union at all meant that the board was dominated 
g | on the operatives’ side by the strongest union in the industry. Small 
anions were ignored by the owners, and had to negotiate through the 
‘operatives’ secretary, who also happened to be the big union’s secretary. 
‘Thus the refusal to recognize unions for negotiating purposes may, as 
Ashley believed, have begun simply because unions were not regarded as 
wespectable. It continued because it meant that the boards were stronger, 
‘the main union was encouraged to grow, and squabbling between unions— 
not unknown in some industries today—was largely avoided. 

The scope for the small union in any area covered by a Conciliation 
Board was in the specialized crafts, and in trades which were common to 
several industries, so that the men did not feel any particular affinity with 
the actual iron-workers. Amongst puddlers, heaters, shinglers, shearers, 
and their helpers there was no great pressure to form breakaway unions 
because there was no hope of getting one’s man elected to the board. 
Election of a non-unionist (or of a man who did not belong to the Iron- 
workers’ Union) had apparently never occurred up to 1892, for Trow in 
evidence before the Labour Commission! seemed hardly able to believe 
his ears when asked what would happen if one were elected. He said, ‘The 
members would not elect him.’ And when asked what would happen if 
# certain works were non-union and appointed a non-unionist to the 
board, he replied : ‘When that difficulty crops up we will deal with it.’ One 
feels that they certainly would! Apart from the insight into Trow’s 
character that this yields, these remarks show that there were no non- 
unionist works belonging to the board. Furthermore, Trow did not refer 
to any early days when non-unionists were elected, so it seems that the 
men had elected union members as their representatives from the start. 
‘That Trow’s union were aware of the advantages of non-recognition by the 
‘boards is suggested by the fact that none of the members who gave evidence 
‘before the Royal Commission on Labour protested against this non- 


‘Tecognition. 








VII 
The above shows that one important fact which emerges from a study of 
the rules oi the Board of Conciliation and Arbitration for the Manufactured 
Tron? Trade of the North of England is that officially the operative from 
each works came to the board not as a unionist but as an elected repre- 
“sentative. In these two final sections, after summarizing the other rules 
‘of the board, we have to consider just whom he represented. 


ht § Commission on Labour, Group A, Questions 15,393—402. 

(4 * The words ‘and Steel’ were later added, but, in fact, few steelmakers seem ever to have 
§ come under the board, although its advice and assistance were available when required by 
any steel firm seeking to set up a joint committee between its management and workers. 
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First, however, the rules, which are printed in Appendix 27 of 
Minutes of Evidence given before Group A of the Labour Commissi 


These rules were based in part on those of Mundella’s Hosiery Board. 
The board was to consist of one employers’ representative and one 
operatives’ representative from each member-works, and the operative 


members were to ballot for their men each December. The board was to 
meet each January and July, and whenever required to consider a dispute 


referred to it by its Standing Committee. Each January the board was 


to elect its president (an employer), its vice-president (an operative), two 
secretaries, one the employers’ and the other the operatives’, two auditors, 
and two treasurers. A Standing Committee was also to be appointed, to 
consist of the president and vice-president and five members from each 
side of the board. The employers picked ten of their number to ensure that 
five would be available at short notice—a minor point indicative of 
the thoroughness by which difficulties were avoided from the start. As 
described to the Royal Commission on Labour,! the board as a whole 
dealt with general questions relating to changes in trade conditions, while 
tae Standing Committee settled local disputes arising from some problem 
at a single works. The procedure for dealing with these small disputes was 
carefully laid down in the Instructions which followed the printed rules of 
the Board.” 

For the larger disputes, with which the Board of Conciliation dealt, 
the rules allowed an independent referee or arbitrator to be called. His 


1 Group A, Questions 15,255—68. 
* These instructions began: ‘If any subscriber to the Board desire to have its assistance 
in any grievance, he must explain the matter to the operative representative of 


in redressing 
the works at which he is employed. Before doing so he must, however, have done his best 


to get his grievance righted by seeing his foreman or the manager himself.’ 

*The operative representative must question the complainant about the matter and dis- 
courage complaints which do not appear to be well founded. Before taking action he must 
ascertain that the previous instruction has been complied with.’ 

The instructions went on to explain that if the grounds seemed reasonable the repre- 
sentative would return with the man to the foreman or whoever customarily heard com- 
plaints. Most complaints would be settled on the spot. If not, the employers’ and operatives’ 
representatives had to sign a statement of the points of difference which would be sent to 
the board secretaries with a request for the committee to meet. This meeting would be held 
as soon as possible after 7 days. The instructions added: ‘It is not, however, always possible 
to avoid some delay, and the complainant must not suppose that he will necessarily lose 
anything by having to wait, as =ny recommendation of the Standing Committee, or any 
decision of the Board may be made to date back to the time of the complaint being sent in.’ 

‘Above all, the Board would impress upon its subscribers that there must be no strike or 
suspension of work. The main object of the Board is to prevent anything of this sort, and if 
any strike or suspension of work take place, the Board will refuse to inquire into the matter 
in dispute till work is resumed and the fact of its having been interrupted will be taken into 
account in considering the question.’ 

Finally, the instructions recommended that notice be given, and, if possible, prior arrange- 
ment made of any modification of work which would involve different hours or earnings. 


This was to ensure as far as possible that the men were given warning of changes, to remove — 


uncertainties about rates of earnings, &c., and so to prevent the sort of dissatisfaction which, 
even if it caused no immediate dispute, might rankle and lead indirectly to a strike. 
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: Beitsion was to be final and binding. In the 4 years after Dale’s resignation 


from presidency of t‘1e board in 1875 he was appointed at least four times 
a general arbitrato: to his own trade.! 
_ Previous to 1883 problems not solved by the Standing Committee were 
rred to the board. In that year the rules were changed to permit a 
Eeforce to be appointed and to vote if there were an equal division of 
‘opinion i in the committee. Dale was unanimously elected referee, and, as 
Whitwell told the Commission on Labour, was re-elected each year? 


‘At the same time, the rules were also modified to make it possible for 


Dale to preside over the board and to act as arbitrator if it were desirable 
‘and if a majority of the board agreed. This in itself is sufficient proof of 
Dale’s integrity and a part, at least, of the reason for the board’s success. 

Other rules covered procedure, authority, and expenses. Voting was by 
hand, unless a ballot was called for. In the absence of one member, the 
other representative of the same works was not allowed to vote. Each 
representative was fully authorized to act for his works and each works 
was fully bound by board decisions. Expenses were shared equally. The 
employers collected the dues of their subscribing members (by deducting 
them from their pay), and each firm doubled the total received from its 
own workers. At first the levy was one penny a month from all men 
earning 2s. 6d. a day or more ‘who may not send in any objection to such 
deduction’. Appendix xxvii to the Minutes of Evidence before Group A 
of the Royal Commission on Labour shows that some time before 1892 
this rule had been amended to read: ‘The sum of one penny per head per 
fortnight shall be deducted from the wages of each operative earning 
2s. 6d. per day and upwards.’ There was then no mention of any 
possibility of contracting out. 

Representatives who attended committee meetings received 10s. and 
second-class rail fare. 

Great care seems tc have been taken to avoid any appearance of class 
distinction. George Howell has commented wisely that ‘the one essential 
condition to a system of arbitration is the recognition of equality of rights 


as between the parties’. An examination of the formal rules of the North 


of England Board shows that those who drew them up had already 
grasped this fundamental principle of industrial relations. A study of the 


1 Dale was succeeded as president by William Whitwell, one of the first employers to be 


_ favourably impressed by Dale’s suggestion of ‘Courts of Conciliation’. 


* Mr. J. 8. Jeans, who at various times was Secretary to the Iron and Steel Institute, 
Secretary of the British Iron Trade Association, and Editor of the Jrun and Coal Trades 
Review, and who knew most of the manufacturers personally, commented that it was usually 
better not to have an employer as rr but added, ‘Mr. Dale’s is altogether an exceptional 
case, as he is also an ly tional man’ (Conciliation and Arbitration in Labour. 


Disputes, p. 33). * Ibid., p. 91. 
* G. Howell, Labour Legislation, Labour Movements, and Labour Leaders, p. 440. 
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ensuing history of the board shows that the rules were interpreted as “7 | 


were intended. 
VIII 


In Industrial Democracy the Webbs criticized previous writers for we |? : 


cussing ‘the formal rather than the real constitution’! of the Conciliation 
Boards in the iron trade. This is a little unfair, for writers such as Cromp- | 
ton and Price wrote chiefly of the North of England Board, and while some 
of the later boards in the iron, steel, and coal trades failed to follow their 
rules carefully,* the rules and instructions of the pioneer board give a good | 
idea of its real constitution and real aims. 

The Webbs were also worried because no one had trie1 to show what 
classes of workers took part in electing their representatives, nor how well 


the different grades were represented. Furthermore, as the Webbs pointed 


out, some types of workers employed subordinate labour. By 1920 the 
Webbs had made up their minds that subordinate labour was ‘usually 
outside the Union’ and had no ‘direct representation on the Board’? 
Unfortunately they do not give their grounds for this belief, and W. J. 
Ashley’s Adjustment of Wages, which the Webbs recommended for its 
‘careful statement of the facts as to these Wage Boards’, does not mention 
the problem of whether subordinate labour (or contract labour as it was 
usually called) was represented directly on the board. 

My own opinion is that, in the North of England Manufactured Iron 
Trade, the contract labour had no vote in the election of representatives, 
but that all the other workmen had. 

The reasons for this belief will be discussed shortly, but first it seems 
more important to consider the fuller implications of the Webbs’ remarks. 
Briefly, they seem to imply a belief that the boards were organized for the 
benefit of the employers and the relatively small number of sub-contrac- 
tors, and were prejudicial to the interests both of the contract labour hired 
by the puddlers, mill furnacemen, rollers and shearmen, and of the 
ancillary tradesmen—mechanics, enginemen, and cranemen, &c., who were 
hired directly by the firm but were not themselves employers of labour. 

The final task of this paper is to try to decide whether, in the case of 
the North of England Board, this belief of the Webbs is justified or not. 
This means a discussion, not only of who had a vote, but of whether some 
voters may have had no hope of seeing their choice elected. It is also 
necessary to know who had the right to take their grievances to the 


Standing Committee, and whether all who could complain received equal 


treatment. 

1 Industrial Democracy, p. 205 

® On this point, see the evidence of John Cronin of the Scottish Millmen’s Union before 
Group A of the Labour Commission, especially Questions 15,938-59. 

* History of Trade Unionism, 1920 Edition, p. 735. 
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; S First, the problem of voting. As mentioned above, the Webbs claimed 


that it was not clear who had a vote. This does not seem true for the 
North of England Board, for rule 5 stated that, ‘the operatives of each 
works shall elect a representative by ballot’ at a meeting each December. 
It is true that this does not say al/ operatives, but the committee appointed 
by the Employers’ Association in 1868 to prepare a conciliation scheme 
recommended a ‘Local Standing Committee of Masters and men directly 
associated with ironworks’.! The inference is that the masters intended to 
¢reate a board on which all men hired by the firm were represented, but 
the contract labour was not. We do not know if the recommendation was 
accepted as it stood, but the wording of rule 5 suggests it was. 

Rule 19 allowed a deduction of one penny per fortnight from the wages 
of all operatives earning 2s. 6d. per day and upwards. I believe it most 
unlikely that a man would submit to this deduction unless he had a vote. 
tn 1876 there were 13,000 subscribers in 35 firms, but, according to 
Crompton, ‘large numbers of men are always connected with ironworks 
who do not subscribe, but are nevertheless dependent on its arrangements 
for employment, and who would be thrown out of work if a strike were to 
occur’. The use of the words ‘connected with’ suggests that he was 
referring to contract labour. 

It is on the above grounds that I believe that all men directly hired by 


the member-firms could vote in electing representatives to the board, but 


that the contract labour could not. 

Next comes the problem of which workers could take grievances to the 
board. This is quite clear. Rule 19 said that all men earning over 2s. 6d. 
aday were subscribers, and Edward Trow told the Labour Commission 
that every subscriber had the right to state his case personally to a 
Standing Committee whose members had no personal connexion with the 
Mian’s grievance.* Again it seems that only the contract labour was 
outside. 

The fact that all subscribers could go before the committee does not 
prove that they all received equality of treatment. We have already seen 
from Trow’s evidence that the operatives’ side of the board was dominated 
by the Ironworkers’ Union. Mr. Daniel Jones’s lecture at Birmingham 
University showed that some of the smaller unions resented this and tried 
to get themselves represented as unions on the board. However, they do 
not seem to have been too badly treated, if we can accept the evidence of 
Mr. John Whitburn. He was the Secretary of the Enginemen, Firemen, 
and Boilermen’s Society, whom we have already heard complaining to the 


1 Quoted by Howard Pease, op. cit., p. 38. (My italics.) 


* Henry Crompton, op. cit., pp. 56-7. 
® Royal Commission on Labour, Group A, Questions 15,280-4. 
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Labour Commission that the pig-iron makers ignored his union. | 
mediately after claiming that this refusal was the reason for the disp 
which had occurred in that trade, he added: ‘Very great credit is du 
Mr. Trow for taking us in hand and working harmoniously with us throu 
the Board of Arbitration in the Steel! Trade. We have, in those trad 
been able to arrange, and we hope to be able to arrange, many dispu 
that would otherwise terminate in a strike.’ This suggests that Trot 
union was not trying to use the board exclusively for its own benefit, a 
that the enginemen, &c., received fair treatment. q 

This leaves only the problem of the contract labour. Their position 
obscure. The Association of Iron and Steel Workers is known to ha 
taken advantage several times of the disorganized state of their su 
ordinate lebour in order to pay them low wages. The best known case 
of the situation in the Hawarden Bridge rolling mills of Messrs. Ja 
Summers & Sons Ltd. in 1910, where the termination of the contracts he 
by members of the union raised the earnings of their assistants by j 
average of between 25 and 30 per cent. and reduced their hours. Even 
not all members of the Iron and Steel Workers Association were in favo 
of the contract system. Two members, both steel workers, criticized 
system to the Labour Commission, and the interesting point is that Tr 
himself reminded one of them of an incident at the Barrow Steel Work 
1886 when the abolition of sub-contracts in the Bessemer steel convertii 
shops led to the firm saving 10 per cent. and the men earning 14 per cei 
more.* There was no necessity for Trow to raise this matter, and the ff 
that he did implies that he cannot have been entirely opposed to aboliti 
of contracts, which in turn means that he, at least, may not have reg 
the board as for the sole advantage of his union. _ 

Even so, it seems that contract labour neither voted in the election 
representatives, nor was able to take grievances to the board. This is ti 
one defect which mars the otherwise excellent record of the board. If 
a serious defect, but its extent is reduced by the fact that in the i 
industry the practice of sub-contracting became less and less common 
the last two decades of the nineteenth century. Moreover, with or with 0 
a board, the disorganized contract labour could have been exploited, ai 
like everyone else they benefited from the greater stability brought | 
the Board. a 

1 This can refer only to the board of Conciliation and Arbitration in the Man 
Tron and Steel Trades, 

® Royal Commission on Labour, Group A, Question 17,324. 

* Ibid., Questions 14,962-70. 
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THE MONETARY CONTROVERSY IN THE U.S.A. 
By J. 8. FFORDE 


I 


public controversy and official disagreement, in the U.S.A., 
tred round the U.S. Treasury and the Federal Reserve System, have 
pived considerable publicity in this country. It is well known that this 

ggle has been going on with varying intensity since the closing stages 
the Second World War, and that it was aggravated by the need to reach 
e decision as to what policy was to be followed in the current period 
f actual and anticipated inflationary dangers. Unfortunately, although 
he noise of a dispute, which came to be something of a political scandal, 
ched us easily enough, the question of what the struggle was about, 
of who advocated what, has become rather indistinct. It is the pur- 
p of this article to attempt some form of clarification of the issues by 
rence to an earlier phase of the struggle which took place in circum- 
ces similar to those of the present. 

In November 1947 Mr. Truman summoned the Republican 80th Con- 
s into special session for the first time. The Congress was requested 
enact legislation, which the Administration asserted was necessary, in 
er to combat the progress of inflation and safeguard American financial 
mitments to Europe and elsewhere. Among the various proposals laid 
re legislators was one (among others) made by the Federal Reserve 
bard. This proposal was not endorsed by the Administration, although 
ir. Truman considered that Congress should give it careful study. (Since 
» Reserve System is a statutory authority, but not part of the Admini- 
tion, there is nothing improper in the Board making a proposal which 
: ip not specifically endorsed by the Administration.) The Board proposed 
hat all commercial banks should be required by law to hold a Secondary 
Reserve in the form of short-term government securities or cash. The 
f subsequent controversy revealed complete disagreement on the point at 
ssue, not only between Mr. Eccles, Chairman of the Board, and Secretary 
& yder of the Treasury, but between Mr. Eccles and President Sproul of 
ine Federal Reserve Bank of New York, and between the Board and the 
federal Advisory Council (representative of member banks).? This dis- 
Bgreement, made public in Congressional hearings, public speeches, and in 
ficial pronouncement by the authorities concerned, shows very clearly 

ihe several points of view, which are still relevant today. 


a M. 8. Eccles, Chairman of the Board of Governors of F.R. System, 1934-48 ; member of 
he Board of Governors of F.R. System, 1948-51. 
' * Such disagreeraent between the Council and the Board was not unusual. 
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There were three influential views. There was firstly what can be called 
a ‘banking regulation policy’ designed to offset the consequences of an 
officially supported market in government securities by the use of ex- 
tended legal powers ; this view was associated with the name of Mr. Eccles 
and is the one on which this article is based. There was secondly what 
can be called a ‘market restraint policy’, designed to use the peculiarities 
of the contemporary market in such a way as to restrain the expansion 
of credit without significant change in the cost of long-term Treasury 
borrowing ; this second view was associated with the Reserve Bank of 
New York. There was thirdly that view which was opposed to direct 
controls over commercial banks while at the same time the usefulness of 
market restraint was belittled and any rise in the cost of long-term 
Treasury borrowing was also opposed ; this view was associated with the 
US. Treasury. 

It should be emphasized that these views only concerned the basic 
problem posed by official pegging of government securities at or around 
par! (in 1947, at or above par) in conditions of strong inflationary pressure. 
Such pegging, provided it was expected to continue, and the more so if 
no loss was incurred by selling at the pegged price, enormously enhanced 
the liquidity of government bond-holders. In so far as this encouraged the 
dumping of government securities, it was thought by some to aggravate 
inflationary forces to a degree that outweighed the financial strength 
which it gave at all times to lending institutions. But there was, and is, 
little or no disagreement in principle concerning the use of selective credit 
controls over stock-market margin requirements, consumer instalment 
credit, and, since September 1950, house-mortgage credit. Neither has 
there been marked disagreement over the use of certain expedients 
designed to place pressure on commercial-bank reserves or to cancel 
reserves created either by official market support or by gold imports— 
notably such expedients as the occasional raising of legal reserve require- 
ments, and the use of surplus Treasury funds, either budgetary funds or 
the receipts of borrowing on non-marketable securities, in order to retire 
securities held by the Reserve System. Disagreement between the Treasury 
on the one hand and the Reserve System as a whole on the other concern- 
ing the appropriate level of short-term relatively to long-term rates, was, 
however, persistent, and often bitter, throughout 1945-1950. This was 


1 Since the great majority of U.S. marketable treasury bonds now outstanding were 
issued under a régime of low and rigidly stable interest rates during 1942-5, ‘par’ possessed 
peculiar significance, general declines below par involving all holders in paper capital losses 
and indicating a momentous change in official policy. If bond prices are known to be 
dependent on official policy, or their ‘normal’ prices are known to be so dependent, extreme 
uncertainty and, possibly, restrictive lending policies, may result from the infliction of capital 
losses which are small absolutely but large relatively to interest incomes in a period of 
cheap money. 
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due to the expansionary bias imparted to the whole credit system, over 
and above that due to the liquidity of nominally illiquid medium- or long- 
term bonds, by the periodic unwillingness of the public (banks included) 
to hold adequate quantities of the available short-term securities, yielding 
appreciably less than medium- or long-term bonds, when conditions of 
tolerable certainty regarding the future long-term rates existed. This 
unwillingness led to the dumping of floating debt on to the Federal 
Reserve or commercial banks, to a corresponding buying pressure on 
bonds, and to a further forcing of money into the economy regardless of 
proper credit demands. Various small changes in short-rates to higher 
levels than existed during the war, combined with a maximum of bluffing, 
were needed to offset this phenomenon, and the failure of the Treasury 
to appreciate the anxiety of the Reserve System concerning this and to 
permit rates to be changed quickly was a main cause of unfriendly rela- 
tions.1 This problem, though important, is to some extent subsidiary to 
the main one posed by officially supported ultra-cheap money which is to 
be considered in this article: the former, indeed, was temporarily solved, 
during the winter of 1947-8, by the rise in short-term rates that was allowed 
in the summer of 1947, and by the widespread fears, which existed at the 
time, that bond prices might fall below par. Bonds were heavily supported 
during that winter, for the first time since 1942, due severally to the 
technical consequences of higher short-rates, to the strength of credit 
demands, and to fears of a change in official policy, which combined to 
induce extreme weakness in the market. We shall, therefore, divert our 
attention to the Secondary Reserve controversy. 


II 


The Secondary Reserve proposals, which had their origin in the thinking 
of economists both inside and outside the System, were given sympathetic 
consideration in the Annual Report of the Board for 1945 and again, 
rather more positively, in the Report for 1946, which declared that ‘action 
along these lines will be needed to rehabilitate the traditional instruments 
of Federal Reserve policy—open market operations, discount rates, and 
reserve requirements—and to assure a reasonable degree of financial 
stability in the future’. Legislative proposals, however, were not yet made. 
This sympathetic reaction of the Board to such suggestions found no 
counterpart in the views of President Sproul of the New York Reserve 
Bank as to the role of ‘money management’. In a speech to the New 
Jersey State Bankers’ Association on 6 December 1946 he said that ‘so 

1 In September 1950 emphatic assertion of Federal Reserve independence of the Treasury 


was made on this issue, an assertion which, one may surmise, led to the capitulation of the 
Treasury over the 2} per cent. issue in March 1951. 
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far as inflation is concerned, ours is essentially a holding operation’—a 
sharp contrast to the aims implicit in the remarks of the Board quoted 
above. Mr. Sproul went on to elaborate what this holding operation might 
be. He declared that although the movements of interest rates that could 
be considered feasible in the contemporary government-securities market 
were extremely small, nevertheless, it was equally obvious that the very 
considerations! which led to the restriction of official manceuvres pointed 
to a much greater sensitivity to small changes in rates than had hitherto 
been known. He attributed to ‘money management only a very secondary 
role in meeting the major problems of to-day’, but declared that it was 
important for such management to work in the right direction. The war- 
time ‘pattern’? should be ‘de-frosted’ and the System permitted some 
initiative in the determination of rates. The advantages of regained 
initiative, which allowed the inculcation of ‘uncertainty’, would go some 
way towards the success of a holding operation which would restrain the 
monetization of the National Debt. Mr. Sproul saw no difficulties for the 
Treasury in a flexible short-term rate, neither did he object to the Treasury 
policy, current at that time, of refunding short. During the then period 
of debt reduction, given the fact that there were large institutional hold- 
ings of long-term marketables, he did not object to ‘unfunding’ of market- 
ables provided the Treasury continued to push sales of non-marketable 
securities. Various types of Debt operations were appropriate to various 
conditions in the same way as credit policy. His idea was ‘a modest 
approach to the restoration of credit control’. These views may conflict 
with those of the Treasury over short-term interest rates, but are not 
significantly in conflict with it over the desirability of cheap credit at all 
times. Mr. Sproul was not a ‘restrictionist’. 

Exponents of the Secondary Reserve, however, tended rather to dismiss 
the controversy about short-term rates as extremely irritating but of 
secondary importance. Mr. Eccles and others admitted, to the full, the 
weight of argument in favour of raising short-term rates and permitting 
the System some flexibility of action ; they too desired to stop the bicycle- 
pump effects inherent in the war-time pattern of rates, but beyond that 
they wanted to help to stop inflation by restrictive credit measures 
designed to have their effect without spoiling the Treasury’s market. It 
can be imagined that any form of direct regulation of credit would be 
acceptable to this school of thought provided the price of government 


Vital among which was fear of a panicky and disorderly market which would lead to 
drastically restrictive lending policies and a severe deflationary shock while also rendering 
management of the large, newly created National Debt extremely difficult. 

® The pattern of interest rates, from } per cent. on bills to 2} per cent. on 25-year bonds, 
under which the war had been financed, and whose illogicality had caused, in conjunction 
with Central Bank support, strong downward pressure upon long-term interest rates. 
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securities was unaffected and the regulation was administratively feasible. 
Extension of selective controls to cover the entire credit system was 
clearly neither administratively nor politically feasible in the U.S.A. The 
only way out was to turn the work over to the commercial banks, who 
would be at liberty to ration by price or otherwise, by means of saddling 
them with a sufficiently large legal supplementary reserve requirement to 
be held in the form of government securities or cash. In principle such a 
supplementary reserve can be made high enough to prevent further 
expansion of bank-loans, although sales of government securities by the 
public to the banks can continue. The proposals were thus of the nature 
of a ‘monetary reform’ and are themselves quite distinct from ordinary 
central | king method'—however much ordinary vanking practice 
and ordinary market habits might be allowed to persist alongside the 
new arrangements. The state of mind behind such proposals cannot be 
one of disillusionment concerning the efficacy or desirability of orthodox 
monetary policy; on the contrary the proposals represent a return to it 
in an extremely drastic form. The state of mind simply recognizes, for 
one reason or another that ‘orthodox’ fluctuations in interest rates on 
government securities—thought to be an inevitable concomitant of any 
worthwhile degree of credit restriction—cannot be permitted. The reasons 
are those of solicitude for the balance sheets of financial institutions, for 
the interest burden on the budget, and for public confidence in the credit 
of the U.S. Government—the latter being necessarily impaired by any 
repetition of the events in the U.S. bond market which took place after 
the First World War. Secondary Reserves do not of themselves obliterate 
this last problem but are usually (now if not in 1947) put forward along 
with a suggested Debt Reform, abolishing the marketability of US. 
Treasury bonds and providing for pecuniary deterrents to encashment 
of the (substituted) non-marketable bonds prior to maturity. Once ‘put 
across’ it is hoped such securities would be firmly held at all times. 


Il 


By midsummer 1947 the monetary authorities did begin, or at least 
a part of them did, to regard the policy of neutrality, the holding opera- 
tion, as an inadequate discharge of their statutory responsibilities. ‘This 
feeling was accentuated by the anticipated inadequacy of fiscal disinflation 
and by alarm at the pace of credit expansion. It led the Reserve Board, 
while continuing the holding operation, to adopt the Secondary Reserve 
more wholeheartedly. Chairman Eccles first publicly advocated some such 
general scheme, without giving details, in a statement to the Banking 


1 i.e. the method of influencing the credit situation by operating in a money market or 
@ securities market. 
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and Currency Committee of the House, made in April 1947, entitled 
‘Methods of Restricting Monetisation of Public Debt by Banks’.! In this 
statement, as in a speech made to the New England Bank Managers’ 
Conference six months before,? he distinguished between monetization 
that resulted from the anachronistic pattern of rates* and monetization 
of the more ordinary type, i.e. a simple unloading of securities on to the 
banking system by the public. This second type either involved non-bank 
liquidation of government securities or the expansion of bank loans and 
‘other’ investments. In each case bank deposits expanded upon a credit 
base either enlarged at will by commercial banks, by the simple process of 
selling government securities to the System, or automatically enlarged 
by System support-purchases of securities sold by non-bank investors, 
Mr. Eccles granted the argument that the first type of debt monetization 
could be cured by raising short-term rates, but maintained that such a rise 
in rates would not achieve anything else. To restrict the second type, 
unless the whole 2} per cent. position were to be abandoned, some such 
scheme as that recommended in the 1945 report would have to be con- 
sidered. It alone would ‘strike at the basic cause’, namely the extreme 
liquidity of banks and public engendered by the growth in the National 
Debt and the maintenance of a stable and orderly market in that debt. 
In September 1947, in a speech to the National Association of Supervisors 
of State Banks,* Mr. Eccles showed some anxiety concerning the economy 
being ‘caught fast in a serious wage-cost-price spiral’ and concerning 
possible consequential effects upon the banking system. He admitted that 
the Reserve System could not, with existing powers and policies, effec- 
tively check the expansion of credit, but advised bank supervisors to 
encourage the maintenance of a high degree of liquidity, to discourage 
certain loans (real estate in particular) based upon inflated values, and to 
require an increase in the capital accounts of those banks whose risk 
assets were growing as a proportion of total assets. Government securities 
he did not regard as risk assets. 

At last, in November, the special session of Congress was the occasion 
for outright proposal, by the Board, of Secondary Reserve legislation. 
Mr. Eccles gave evidence before the Joint Committee on the Economic 
Report, 25 November 19475 and filed a full description of the proposals, 
and their probable effects, with the House Banking and Currency Com- 
mittee on 8 December.* The special session of Congress, and the hearings 


1 See F.R. Bulletin, 1947, p. 402. 

2 See Ibid., 1946, p. 1230. 

* The } per cent. Bill rate and j per cent. Certificate (12-month) rate were not abolished 
until later in the summer of 1947. 
* See Ibid., 1947, p. 1207. ® See Ibid., p. 1455. 
® Bee Ibid., 1948, p. 14. 
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before its committees, enabled something of a public debate to be carried 
on concerning the problems of inflation in general and the Secondary 
Reserve proposals in particular. This debate, while clarifying the issues 
involved, did not do much more than highlight a range of disagreement 
amongst the various authorities, advisers, and legislators but this was 
of some use as it at least indicated what was not going to be done. 


IV 


The ‘special’ or ‘secondary’ reserve plan was as follows: the existing 
statutory cash reserve requirements for member banks would remain in 
existence and not be extended, under this scheme, to all commercial banks. 
But all commercial banks,! it was proposed, should be made to hold, in 
addition to legally required reserves, a special reserve of up to 25 per cent. 
against demand, and 10 per cent. against time, deposits. This special 
reserve could be held in the form of short-term government securities 
(with original maturities of 2 years or less) or in the form of other cash 
assets, ie. balances with Reserve Banks, balances with correspondent 
banks, vault cash, and cash items in collection. These other cash assets 
could only be used to the extent that they already exceeded normal 
working needs, which were defined as 20 per cent. against demand and 
6 per cent. against time deposits.2 The power to impose and regulate these 
requirements was to be vested in the Open Market Committee and run 
for 3 years ; the Committee would introduce the special reserve gradually, 
after an initial 10 per cent. and 4 per cent. requirement, as and when the 
credit situation demanded. The proposal listed the following as deter- 
mining the timing or introduction of special reserves: 


1. The volume and ownership of special reserve assets and of other 
assets readily convertible into them. 

2. Gold movements, currency flows, and other factors causing a change 
in the supply of bank reserves. 

3. Conditions in the government securities market. 

4. The general credit situation. 


The Board had calculated the ability of commercial banks to comply with 
the proposed requirements: with an initial special requirement of 10 per 
cent. and 4 per cent., all banks would have ample special reserve assets, 
but with the full requirement of 25 per cent. and 10 per cent. there would 
be substantial deficiencies, particularly amongst larger banks. These 


1 This proposed extension of Federal powers would have brought State non-member 
banks under a degree of Federal direction. Such an extension would be bitterly opposed. 

* Country member banks, for example, held legal reserves of 14 per cent. and 6 per cent., 
but maintained other cash items, especially correspondent balances, to a greater degree than 
other banks. These latter could not be used as special reserves unless the total exceeded 
20 per cent. and 6 per cent. 
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deficiencies would have to be met by the sale of bonds to, and the purchase 
of short-term securities from, the Reserve System unless, by the time the 
full requirement was ordered, the supply of special reserve assets had been 
sufficiently increased by Treasury ‘unfunding’. The legal powers de- 
manded by the System were thus sufficient to sterilize the short-term 
securities held by the banks and would force them either to sell bonds in 
order to obtain fresh reserves with which to expand their lending to 
private borrowers, or else to refuse such lending. Moreover, the multiple 
expansion possible upon a given increase in primary reserves would be 
drastically reduced. As for the level of interest rates, the special reserve 
would isolate the market in short-term government securities from the 
market in other forms of debt and enable short-term rates to be stabilized 
without difficulty (since the banks would no longer be able to sell out 
either to buy longer-term securities or to expand loans). What would 
happen to the long-term market was not clear; it was not intended, 
apparently, to withdraw support from that market, on the contrary, the 
maintenance of the bond market more or less intact was one of the reasons 
for putting forward the secondary reserve proposal. But once deprived 
of the opportunity to obtain reserves by selling short-term securities, 
would the banks not do so by selling U.S. bonds to the System? And 
what if other investors liquidated bonds on a heavy scale? Such bond 
liquidation was the more likely as and when any credit stringency was 
felt in the private debt markets and interest rates there began to rise (and 
they could undoubtedly rise considerably without appreciably affecting 
the demand for funds). 

Given the quantity of government bonds outstanding it was highly 
likely not only that some such movement as is suggested above would 
take place—it was already beginning anyway—but that the scale on 
which it could take place was sufficient to offset the restrictive effects of 
the special reserve, both because of the direct expansion of credit involved 
thereby and because of the necessary creation of bank reserves which it 
entailed. Whatever the general effects might be, it does not seem that this 
special reserve would have restored the use of customary instruments, 
namely, discount rates and open market operations, unless and until the 
ability of the American public and the banks to turn U.S. bonds into 
money had been exhausted. Then, indeed, the supply of reserves would be 
dependent solely upon the willingness of Reserve Banks to lend to member 
banks or to buy government securities in the market, or upon the willing- 
ness of the Treasury to increase secondary reserve assets by converting 
bond maturities into short-term securities. The possibilities of this last 
factor were serious, given the likelihood of divided opinions among the 
authorities, and, far more important, the great difficulty that the Treasury 
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would encounter in selling medium- or long-term marketable bonds to 
anyone at all at yields very appreciably below those obtainable elsewhere. 

The probable course of events can be outlined as follows, assuming 
throughout, a strong demand for credit from the private sector. 

1. The banks are saddled with a secondary reserve requirement ab- 
sorbing a large segment of their liquid assets. They thus find that they 
cannot obtain new reserves at will because they have no (or very few) free 
liquid assets to sell. 

2. Let us assume that the banks do not sell out their bonds in order to 
obtain reserves and expand credit. They can do so, without losses, if par 
support continues but—for some reason—-they do not. Borrowers will 
at once feel a stringency, mitigated only by willingness of the Reserve 
Banks to buy in the market on their own initiative, or by willingness of 
member banks to borrow from the System (possibly at a high discount 
rate). ‘Private’ money rates will rise at once (i.e. call loans, acceptance 
rates), followed, in all probability, by a bidding up of commercial and 
other bank loan rates. 

3. Confronted with higher loan rates and credit rationing by commercial 
banks, many borrowers will seek to obtain money elsewhere, especially 
large borrowers with access to the securities markets. The volume of new 
issues will rise, raising interest rates on such issues relatively to the 
supported U.S. bond rates. Along with new issues, the demand for direct 
loans from insurance companies and other savings institutions will also 
increase. Such institutions hold large quantities of U.S. bonds yielding 
24 per cent. or less, which they now begin to sell (without loss) once the 
margin of yield obtainable by switching outweighs considerations of credit 
risk. If the holdings of government bonds of such institutions are down 
to some desired minimum percentage of total assets, a minimum decided 
by their liquidity rules, or capital losses on such bonds are inflicted by 
the withdrawal of par support, such switching will be deterred. Neither 
condition was present in 1947-8. The Reserve System would have bought 
the bonds and would thus have given to other institutions what has been 
denied to the banks—new credit and new reserves being created thereby. 

4. With the new primary reserves thus obtained, the banks will invest 
(and absorb) a portion by investment in secondary reserve assets. Pre- 
sumably, Reserve Banks will exchange primary for secondary reserves as 
required. But the aggregate reserve ratio will still be in excess of require- 
ments and enable credit to be expanded further. 

5. If commercial banks are willing to draw down their bond portfolios, 
the above process is shortcircuited, but any noticeable stringency of credit 
resulting from banking caution in face of new requirements brings that 
process into operation. In short, unless the secondary reserve is made 
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extremely high (and includes all U.S. government securities) and unless — 
non-bank investors can be prevented from selling to Reserve Banks, it 
is difficult to see on what basis any real credit restriction is possible unless — 
‘par’ support is abandoned and sellers of government securities are in- 
volved in losses and afflicted with uncertainties which impart temporary — 
unwillingness to lend long. But abandonment of par support was a move 
sufficiently drastic in itself to obviate the need for special reserve require- 
ments. 

6. While the Treasury will have no difficulty in selling ‘shorts’ which are 
eligible as secondary reserves, the sale of other marketable securities may 
be very difficult. A long-term marketable bond will hardly sell to anyone 
except the System, while further sales, or even the maintenance of existing 
holdings, of non-marketables may be difficult. With higher earnings in 
risk assets, the banks and others may also refuse a 5- to 10-year bond and 
thereby force the issue of secondary reserves in place of maturing bonds. 
Though mitigated, in 1947, by the fiscal surplus, such considerations will 
deter the Treasury from supporting the secondary reserve proposals. 

All these difficulties were indeed foreseen if not at the time then cer- 
tainly later; the conclusion is that the attractive isolation of the Public 
Debt from the private debt of the country could not be achieved by 
‘secondary reserves’ so long as any significant proportion of the market- 
able debt remained unsterilized. It has thus become fashionable to 
advocate that Debt Reform should be underteken, which would render 
all, save the floating debt, non-marketable—and even the floating debt 
might only remain marketable in a very restricted sense, the market being 
the banking system. Even this is somewhat of an illusion unless securities 
are not only non-marketable but cannot be encashed before maturity— 
only by, in fact, forbidding holders of government bonds from doing any- 
thing with them can the effects of appreciably higher interest rates else- 
where be offset. 

The logic of the secondary reserve proposals is thus somewhat severe, 
and the effects of not going the whole logical road would appear confusing 
— involving disruption in the credit machine to no particular purpose. 
If straightforward credit restriction were desired, one could legitimately 
say that the traditional use of existing powers would achieve the same 
ends (but with additional cost to the Treasury) without the necessity of 

1 By 1950 Mr. Eccles publicly recognized these difficulties: in his article, ‘The Defense of 
the Dollar’, Fortune Magazine, Nov. 1950, he advocated increases in primary reserve 
requirements to offset autonomous reserve flows, plus a secondary reserve to restrain bank 
lending. He went farther than this: ‘If the large institutional holders of government 
securities should undertake to sell their holdings for the purpose of making loans and other 
investments, it might be necessary to get authority to prevent such sales to the extent that 


the Federal Reserve, in order to support the market, may be required to purchase the 
securities.’ 
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complex legislation and difficult administration which would, beyond 


question, entail a centralization of monetary power in the Federal 


_| authorities to which the banking community would be hostile. Moreover, 
“I the special reserve would penalize the banks while leaving other credit 
‘J institutions free. If, on the other hand, one did not want to restrict credit, 
‘| but simply to discourage an expansionary urge inherent in the market 
| situation, without abandoning at least the ‘long’ end of the rate curve, 


then special reserves were clearly unwelcome and utterly distinct from, 
and incompatible with, a ‘market restraint’ policy based on manceuvres 
within the existing market. To this latter way of thinking, changes in 


| reserve requirements were of some psychological use but were primarily 
‘}a means of offsetting some extraordinary supply of bank reserves (e.g. 
} gold inflows) which could not be mopped up in any other way. For these 


purposes, an increase in primary reserves was required, not a sterilization 
of short-term securities possessed by the banks. 

Confronted with these serious objections, it is difficult to see why the 
Board put forward the proposal, or why it placed such high hopes upon 
its efficacy. For it would seem to create more problems than it solved. 
One can make two suggestions. Firstly, there is reason to believe that, 
when the scheme was formulated, heavy institutional selling of U.S. bonds 
was not anticipated ; it was thought that bonds were firmly held. This 
was a basic error. Secondly, the proposals may have been something of 


| aballon d’essai through which to foster proper understanding of the situa- 


tion in which the System found itself. If people objected to inflation, then 
they must not expect the System to stop it unless either they were pre- 
pared, in effect, to support legislation controlling the credit system from 
top to bottom, or unless they were prepared to permit an unsupported 
market in government securities. But it cannot be denied that the Board’s 
advocacy of these proposals must reflect belief that outright general credit 
restriction was desirable at that time, in spite of equally firm beliefs that 
increased production and fiscal disinflation were the proper answers to 
inflation, and that interest rates on the Public Debt could not, for a num- 
ber of familiar reasons, be allowed to rise significantly. The episode is an 
unfortunate one. It is difficult to understand the reasoning behind the 
statement that: ‘The plan, in effect, would divorce the market for private 
debt from the market for government securities.’! Clearly the ‘Secondary 
Reserve’, as proposed, would do no such thing. The suggestion goes oddly 
with an enumeration of the following other items of an anti-inflationary 
programme: increased productivity, wage restraint, price restraint, greater 
fiscal disinflation, regulation of instalment credit, less liberal housing 


1 Statement by Chairman Eccles, on behalf of the Board, to Joint Committee on Economic 
Report, Nov. 1947 (F.R. Bulletins, 1947, pp. 1455-63). 
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credit, and renewed Savings Bond campaigns. It goes equally oddly with 
a strong statement of the case for bond support. ‘Higher interest rates 
do not deter the lender, at some point they do deter the borrower. I doubt 
if anybody knows how high interest rates, especially short-term rates, 
would have to rise to discourage borrowers. . . . Bank customers . . . are 
hardly to be deterred by one or two points of increase in interest rates. ... 
the Treasury would be confronted with a continuing puzzle . . . entirely 
at the mercy of uncontrolled factors in the market, if, indeed, conditions 
did not become so chaotic as to demoralise completely any refunding 
operations.’ (Wholesale encashment of Savings Bonds was also feared.) 
Mr. Eccles did refer to the menace of non-bank bond liquidation, but did 
not suggest how the special reserve would overcome it or admit that it 
would increase it; his argument seemed to rest entirely on the restraint 
of commercial bank lending, which might follow from secondary reserve 
legislation, without reference to the offsetting repercussions of bond sup- 
port. It should be noted, of course, that high reserve requirements do 
nothing to affect the liquidity of a bank from the solvency viewpoint—if 
bankers wished to increase the proportion of loans to total assets, the 
secondary reserve would not deter them. . 


V 


These proposals received short shrift from Mr. Snyder, whose publie 
disagreement with Mr. Eccles caused some annoyance. Why call a special 
session of Congress when the authorities could not themselves agree on 
what was to be done? The Treasury, after acquiescing at last in a rise 
in short-term rates from war-time levels during the summer, exhibited 
feelings of some satisfaction with its monetary and debt management 
policy. Announcing, for example, in its report for 1946-7, that debt 
repayment had been, on balance, more than concentrated! on bank-held 


securities, ie. that some new funding had also taken place, it held that 


this ‘contributed substantially to reduction in inflationary pressure’ and 
was made possible by ‘the large sums made available for Trust Fund 
investment during the year, the remarkably good record on redemption 
of Savings Bonds, the continued successful sale of new (Savings) Bonds, 
and the restrictive debt management and monetary policies of the 
Treasury and Federal Reserve System’. Thus, when giving evidence on 

1 The repayment of debt to the banking system had been larger than the reduction in 
the debt total. The reduction in debt total in 1946-7 was made mostly out of funds obtained 
in the Victory Loan of Oct.—Dec. 1945, the fiscal (budgetary) surplus did not appear until 
1947-8. The Victory Loan purported to be an immediate post-war funding operation: if 


‘funding’ means reduction of floating debt, it was so ; if it means placing debt outside banks, 
then it was to a large degree not so, owing to large-scale (but unwanted) indirect bank 


subscription to the last two loan drives of 1945. Genuine savings drawn into those loans | j 


were largely spent in the tail end of the war-time fiscal deficit. See also p. 2. 
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‘with 17 November 1947 before the Joint Committee on the Economic Report, 
rates | Mr. Snyder urged a larger fiscal surplus, a savings drive, stricter super- 
loubt | vision of bank loans (along with a voluntary restraint campaign),! and 
rates, | the reimposition of instalment credit control. On these points Mr. Snyder 
- are}and Mr. Eccles were in agreement. But the former insisted that greater 

-| fiscal severity was preferable either to Mr. Eccles’s secondary reserve plan 
tirely| or to any scheme involving higher interest rates. He was ‘against it, 
tions} because I do not think it will achieve the ends he expects’, and, with a 
ading} quick and anxious glance at his own garden, he thought that ‘you have 
red.) got to guard carefully against taking any action that will have a worse 
t did} effect in another field—debt management’. Fundamentally, it seems, 
iat it} Mr. Snyder opposed any form of general credit restriction, and was at 
raint}| this time feeling satisfied that the steps taken to stop, for instance, 
serve} ‘pattern-playing ’,* were almost all that was required of a market policy. 
sup-| For the rest, he relied on the placing of public debt outside the banks, 
ts do} and said he was studying means of sterilizing newly imported gold. Mr. 
't—if] Snyder was not alone in his opinion of the special reserve. The National 
, the} City Bank of New York commented in its monthly letter for December 
1947: ‘. . . the authorities have shown considerable versatility in approach. 
They have injected uncertainties into the money markets, uncertainties 
_|which reinforce the banker’s caution. They have displayed greater 
ublie courage and determination in dealing with the situation than many 
ecial | observers had expected. Not least of their accomplishments has been the 
© On| breaking of the dangerous boom in long-term bond prices.’ This commentator 
 T18| was both hostile to the secondary reserve proposals and sceptical of their 
vited possible effects. Such views.were also made clear in a statement issued 
nent | by the Federal Advisory Council® (on which Randolph Burgess, a leading 
debt figure in National City, was an active member). The Council condemned 
held | the proposal on three counts: firstly, impracticability, due to varying 
that needs and balance sheets of different banks; secondly, on anti-socialist 
and or anti-centralist grounds—‘would substitute the edicts of a Board in 
‘und Washington for the judgements of the Boards of directors of 15,000 banks 
t100| throughout the country as to the employment of a substantial part of 


of F.R. System, Comptroller of the Currency, Federal Deposit Insurance Corp., and Nat. 
Assoc. of Supervisors of State’Banks) issued a joint statement. It began with the words 
‘our country is experiencing a boom of dangerous proportions’, and continued, later, ‘are 
on it | unanimously of the view that present conditions require the bankers of the country to 
ained | exercise caution in their lending policies’. 

until} * i.e. selling short-terms to F.R. at pegged rates and buying longer, the movement 
mn: if | causing high bond prices and considerable speculative gains. It may be asked, whenever 
anks, | this process is referred to, why counterselling of bonds by the Central Bank did not occur. 
bank | In 1945-7, the Reserve System had been reduced to the position of having no bonds of 
loans | its own to sell and use of Treasury trust fund holdings was then not practicable. 

* Reprinted, Annual Report F.R.B. 1947. 


the 1 On 24 Nov. 1947 the bank supervisory authorities of the U.S.A. (Board of Governors 
on 
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the funds of their banks’ ; thirdly, because existing powers were adequate, 
The President of the Advisory Council, Chairman Brown of the First 
National Bank of Chicago, expounded this position before the Joint Com- 
mittee and, to dispel certain misunderstandings, denied that the Coungil 
disagreed with the bond-support policy. 

Final criticism came from President Sproul, exponent of the ‘market- 
restraint’ view, testifying early in December. He doubted whether the 
expansion of bank credit had so far been a major causal or aggravatory 
factor in the current inflation, but condemned the secondary reserve 
proposals mainly on the grounds that their imposition would cause grave 
market disturbance without in any way resolving, but rather indeed 
aggravating, the dilemma posed by bond support. He followed up this 
statement with a speech to the New York State Bankers’ Association six 
weeks later: ‘I say we can’t bring about deflation by general credit action 
unless we bring about such an indiscriminate reduction in consumers 
disposable incomes as to threaten the kind of disaster we are trying to 
avoid.’ Their objective was ‘to prevent bank credit adding further to 
inflationary pressures and, if possible, to reduce somewhat the supply of 
money’, and the present course being followed was the best one available, 
Reinforcing his previous views on the secondary reserve or, equally, on 
the raising of primary reserve requirements, and their effects on the bond 
market, he pointed to the events of the preceding weeks.! ‘It should now 
be obvious,’ he said, ‘if it was not five weeks ago, that the market would 
not absorb such unloading and the Federal Reserve Banks would have to 
take even more vigorous support measures’ (in the event of higher primary 
or new secondary reserve requirements). ‘It is quite possible, in these 
circumstances, that more credit would be put out than could be locked up 
by the new requirements. The result would be a further random distribu- 
tion of Federal Reserve credit at a time when new measures were being 
taken to tighten reserves.’ 


VI 


Meanwhile, the Board had temporarily shelved its proposal and come 
to some general agreement with the Treasury. This agreement included 
those points of no-dispute aiready noted, reaffirmed support of the 2} per 
cent. long-term rate, and declared that debt-retirement policies would be 
effective for the next few months of fiscal surplus. On the question of 
reserve requirements, the special reserve was shelved but it was conceded 
that ‘possibly stronger measures may be necessary when current debt- 
payment operations slack off’. 


1 Heavy bond support due to weaknesses referred to on p. 3. There had also been 4 
panicky wave of selling subsequent to a lowering of support prices closer to par on 24 Des. 
1947. 














or the 


on six 


er to 


ply of 
lable, 
ly, on 


1 now 
would 
uve to 


ed up 
tribu- 


luded 


24 per 
ld be 
ion of 


debt- 


been & 
4 Dev. 





J. 8. FFORDE 235 


After this controversy both within and without the System, and con- 
eeivably connected with it, Mr. Eccles was informed that his Chairmanship 
of the Board would not be renewed on the expiration of his term on 
1 February 1948. His term as a Governor did not expire until 1958 and 
he was asked to accept the Vice-Chairmanship of the Board. Mr. Truman 
signified this intention in late January 1948 and at the same time ap- 
pointed Mr. Thomas B. McCabe to fill the unexpired term of Governor 
Ransom (deceased). Mr. McCabe was a manufacturer of paper and had 
been chairman of the Board of Directors of the Reserve Bank of Phila- 
delphia. After sending his name to the Senate for ratification as a member 
of the Board, Mr. Truman also signified that Mr. McCabe would be 
designated to fill the vacant Chairmanship. The appointment was ratified 
on 12 April and Mr. McCabe assumed the Chairmanship on 15 April. On 
26 May Mr. Eccles wrote a tart letter to the White House withdrawing 
from his prospective Vice-Chairmanship in view of Mr. Truman’s delay in 
designation. He remained on the Board. 

Thus the secondary reserve proposals ended, whether by coincidence or 
not, in the fall of Chairman Eccles after nearly 14 years of leadership. 
Originally appointed by Mr. Roosevelt to reorganize the System, he had 
come to Washington from Utah where he was, and is, the owner of con- 
siderable banking and construction interests. He had come to Washington 
as a liberal converted to that faith by the catastrophe of the Great 
Depression. Much of the great banking legislation of the 1930’s is the 
work of Mr. Eccles, and his must be accounted the dominating influence 
in the System during most of his long reign as Chairman. In the post-war 
period, however, it must be said that he seems to have become increasingly 
an isolated figure. The tenor of his utterances is that of a man fighting 
against public opposition for what he believes to be right, rather than that 
of the head of a Central Bank pushing his views in co-operation with other 
administrative chiefs. He wanted to stop inflation and was dissatisfied 
with the measures adopted or acutely conscious of the lack of them. His 
anxiety led him to advocate a drastic, but ill-formulated, increase in 
Central Banking powers whose chances of overcoming political opposition 
he must have known to be slender. This advocacy revealed, publicly, his 
isolation and showed him to be in conflict with his operating chief, Mr. 
Sproul. Although he spoke on behalf of the Board, his influence on that 
body was known to be such that he had to bear personal responsibility 
for it. Confronted with public disagreement between the monetary 
managers of the U.S.A., Mr. Truman evidently decided that Mr. Eccles 
would have to go, if he had not already made such a decision.! But he 


1 Alleged political pressures, associated with litigation between the Reserve Board and 
ica Corporation, have been mentioned with regard to Mr. Eccles’s dismissal. 
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did not and could not remove this forceful personality from the System. 
Mr. Eccles elected not to resign from the Board but to continue as a 
Governor. The System did not lose his vigorous mind and beneath the 
controversies of subsequent years his influence is easily discernible. His 
dismissal may be regarded as strengthening the position of Mr. Snyder, 
but it does not appear that the Treasury in fact gained as much as might 
have been expected. 


€ 


VII 


The debate was over. In his budget message delivered in January 1948 
Mr. Truman declared that ‘our debt management policy is designed to 
hold interest rates at the present low level’. Low interest rates and stable 
bond prices had facilitated reconversion finance, had been a major factor 
in business confidence, and had relieved the tax burden. ‘The Treasury 
and Federal Reserve System’, said Mr. Truman, ‘will continue their 
effective control of interest rates.’ Similar views are found in Mr. Snyder’s 
Report for 1947-8, though this document did not appear until a year or 
so after Mr. Truman’s above message: ‘Stability in the government bond 
market during the post-war period has made a significant contribution 
to... prosperity. This . . . will continue to be of utmost importance in 
maintaining prosperity. . . . Confidence in the credit of the U.S. Govern- 
ment—which is reflected in the condition of the market for our government 
securities—has become the keystone upon which rests the economic struc- 
ture of the world.’ This rather Daltonian phraseology finds no echo in 
the reports of the Board—not surprisingly considering that ‘credit of the 
U.S. Government’ largely consisted of ‘credit of the Reserve System’ 
whose lavish provision created unpleasant problems whose solution was 
not primarily the responsibility of the Treasury. This is not, however, to 
deny to Mr. Snyder and his associates the credit for successful debt- 
repayment programmes and other measures, besides their strong advocacy 
of other necessary anti-inflationary controls and policies. Perhaps the 
most able pronouncement of Treasury policy was that delivered by Under- 
Secretary Wiggins to the American Political Science Association on 
1 April 1948.1 After pointing out the success of Treasury operations with 
Trust funds and Investment bonds* the previous summer and autumn, 
Mr. Wiggins made the following points on the Interest Rate question: 


1. Correct or not correct, 2} per cent. was the rate used in war finance 
and a depreciation in the dollar value of the vast investment holdings 


1 See ‘exhibits’ Treasury report 1947-8. 

® Sales of bonds by Federal Trust Funds, and the issue of a non-marketable Investment 
bond to savings institutions had, in conjunction with rising short-rates, helped to avert 
a feared resumption of an earlier boom in bend prices associated with an inappropriate 
relationship of short rates to long rates. 
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of U.8. banks, businesses, and individuals would involve serious 
book losses, a threat to financial stability, and undesirable repercus- 
sions in the marketing of public and private debt. 

2. Higher rates would increase the burden on the Federal Budget. 

3. With the contemporary dominance of government security rates, 
a rise in those rates would upset the long-term plans of private 
business. 

4, Nobody could predict the future financing needs of government. To 
destroy the 24 per cent. basis now would multiply difficulties of 
future financing and make refunding much more difficult. 

5. The term ‘natural level’ of interest rates added little to the dis- 
cussion. The ruling rates merely reflected official policy. Who could 
say what a ‘natural level’ was? In the long run, however, he 
admitted the term might make sense. Too low a level led to 
over-investment in the long run and vice versa. It was therefore 
necessary for monetary authorities to recognize these long-run 
consequences. 

6. But it should be admitted that maintenance of 24 per cent. left no 
room for flexibility in credit control, as the short-run considerations 
must necessarily be dominant. This meant that long-run conse- 
quences must be offset by fiscal policy. Careful and appropriate 
budgeting was the solution. It was, for instance, ‘crazy’ to run a 
deficit at that time. 

7. Some adjustments could be and had been made in short-term rates, 
but even this required great care and caution, presumably because 
the market might run away and force even higher short rates. 


This statement went most of the way with the views of, for example, 
Mr. Sproul at that time, but inevitably left room for dispute concerning 
the level of short-term rates and the timing of changes in them. . 


VII 


One attempt, therefore, to extricate the System from its position had 
failed. A ‘banking regulation policy’ was ‘out’ for the time being. 
‘Market restraint’, in conjunction with fiscal pressure and other expedients, 
was left a clear field in which to develop. The policies associated with the 
recession period, and those which have been current since then, have been 
market policies of restraint or ease. With the development of the present 
emergency, however, and failing a sufficiently austere budget, ‘banking 
regulation’, still advocated, but now with much greater realism by 
Governor Eccles, may enjoy something of a revival. But at the time of 
writing (April 1951) it looks as though the three views which the 

4520.3 R : 
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Secondary Reserve controversy brought into the open, are to some extent 
being synthesized. 

In spite of, or as a result of, an extremely forthright and at times 
acrimonious controversy which raged from August 1950 to March 1951, 
the following tasks have been accomplished by the monetary authorities 
as a contribution to an anti-inflationary programme. It will be seen that 
exponents of ‘market restraint’ have achieved the greatest victory to date, 
while other protagonists have achieved substantial, if supplementary, 
gains. The former first obtained, in September 1950, a rise in short-term 
rates in open defiance of the Treasury—the Reserve System footing an 
underwriter’s loss on a Treasury issue in order to permit a market rate 
which would be higher than the rate that was offered by the Treasury. In 
December 1950 the Treasury issued a 5-year security, a banker’s bond, in 
reluctant response to Federal Reserve insistence on a reduction of the 
floating debt at a time when the Treasury could more easily have sold 
a 12-month security. Finally, in March 1951 there fell the greatest strong- 
hold of all, par support of the key 2} per cent. bonds was removed, their 
prices having fallen since to nearly 96. While the market restraint school 
would not have dared, in 1947-8, to abandon par, the weaknesses of the 
market being so great as to threaten extreme disorder, the situation in 
1951 permitted such abandonment—reasons for which cannot be detailed 
here. Infliction of capital losses and uncertainties on lending institutions 
in a market still highly sensitive, if no longer panicky, has thus become an 
integral part of a banking policy designed to restrain the monetization of 
the National Debt without sacrificing the financial strength which an 
orderly and reasonably stable market in that debt gives to the entire 
credit system. Exponents of direct regulation, the ‘Eccles School’ of 
1947-8, have found some outlet in the raising of primary reserve require- 
ments in January 1951, and in the partial conversion of the 2} per cent. 
1967-72 bonds into a 2? per cent. 25-year non-marketable bond. These 
new bonds cannot be cashed before maturity save indirectly by exchange 
into (at present) 14 per cent. 5-year marketable notes which may or (as 
at present) may not be saleable without loss. This original experiment in 
Debt Reform has been accompanied by a vigorous campaign conducted 
by the Treasury, the third of the 1947-8 protagonists and the one whose 
position has been most severely weakened by the ‘market restraint’ vic- 
tory, to sell non-marketable savings bonds! to individuals and institutions. 
Finally, the Treasury has extended the life* of existing savings bonds, — 

a ——— to our own non-marketable public issues of Savings Certificates and Defence 
Ot The expedient had not been tried before in the U.S. and the Treasury was apprehensive 


of public reaction. It was thought holders might insist, owing to mistrust, on being paid 
back on time. 
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several tens of billions of which mature within the next few years. Mean- 
while, in spite of much publicized disharmony, all the monetary authorities 


_ have clamoured for a balanced budget, have supported selective credit 
controls, and backed the campaign for the voluntary restraint of credit 


that is being conducted by the commercial bankers. 


NUFFIELD COLLEGE, 
OXFORD. 











SOME ASPECTS OF COMPETITION IN 
RETAIL TRADE 


By MARGARET HALL 


In an article entitled ‘Some Aspects of Competition in Retail Trade’, 
Ozford Economic Papers, June 1950, Mr. Andrews includes me in a group 
of econoraists who regard the ‘modern theory of monopolistic competition 
as applicable . . . to retail trade’. Though it is by no means clear what 
Mr. Andrews’s arguments are, his position seems broadly to be as follows: 
He dislikes the application of this analysis to retail trade because it ‘con- 
tributes to the widespread suspicion of the extent to which it [retail trade] 
serves the social interest’ (p. 137). Working on the assumption that per- 
fectly competitive markets automatically guarantee the social interest, he 
then tries to show that the existing degree of uniformity of prices for the 
same ‘type of good’ at retail is unambiguous evidence of a high degree of 
competition. 

I do not wish, in this note, to challenge Mr. Andrews’s assumptions and 
propositions one by one but simply to demolish the three main pillars on 
which his theoretical structure rests. These are: first, his redefinition of 
competition ; secondly, his use of the concept ‘the same type of good’; 
thirdly, his failure to distinguish between uniformity of price for a given 
article or type of article at a given time and over a period of time. 

Mr. Andrews holds that if he can show that retail trade is competitive, 
it will automatically follow that its operations are in the social interest. 
He proceeds to give the following definition of competition: ‘What, then, 
is the essence of competition ? . . . It is simply that no seller can get a price 
which is higher than would be taken by any potential seller of his typ> of 
product’ (p. 141). What does this mean? Assuming, for the moment, 
that we know what is meant by ‘his type of product’, does not this defini- 
tion of competition mean that the seller gets as much as he can for his 
product? This is surely the familiar assumption of the economic man who 
tries to better himself to the greatest extent. We may or may not like this 
assumption, but I am aware of no alternative assumption at present with 
which to replace it and Mr. Andrews does not provide one. This assump- 
tion is made of all sellers, irrespective of the type of market; it cannot, 
then, be used to distinguish the degree of competition in the market. 
What the ‘modern theories of business behaviour’, of which Mr. Andrews 
disapproves, are trying to do is to identify the kind of price and sales 
policies which entrepreneurs consider serve them best. These policies 
differ according to the number of sellers, the degree of differentiation of 
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product, the location of sellers and buyers, and, above all, the assumptions 
made by particular sellers about their competitors’ reaction to any changes 
in price or product that they themselves make. This last brings clearly to 
light the necessity of distinguishing short- and long-run considerations and 
static and dynamic factors. All these considerations can be categorized 
as affecting the degree of certainty with which the entrepreneur can be 
assumed to know the prices his products will realize. This is, as modern 
business theorists would be the first to admit, a field in which we have gone 
little distance. If Mr. Andrews were advancing our progress, this would be 
a matter for congratulation. If he were re-emphasizing the shortness of the 
distance already covered, this would be useful. But to deny the existence 
of these problems seems to be a backward step. Mr. Andrews is assuming 
that there is in retail trade an identifiable competitive level of price for 
‘goods of the same type’ and that actual prices will tend towards this 
level. 

The second source of confusion is the idea of the potential seller of the 
retailer’s type of product. If Mr. Andrews wished to refer to a given 
product, he would presumably use the word ‘product’ and not ‘type of 
product’. It would seem that he has in mind that the progressive 
standardization and branding of the products sold at retail gives rise to 
a number of brands, say, of cigarettes which can all satisfy the smoker to a 
certain but not to the same extent. Mr. Andrews has to account for the 
existing degree of price differentiation between competing brands; for 
the high degree of inflexibility of prices over a period of time; and for the 
high degree of uniformity of prices as between different sellers. To the first 
he pays no attention. The third, which is the heart of the matter, he does 
not explain. A discussion of it would have exposed the ineptitude of 
Mr. Andrews’s concept of the commodity the retailer is selling. We will 
deal with this point more fully at a later stage. 

Mr. Andrews talks at length about the inflexibility of retail prices. He 
regards them as evidence of the perfectly competitive character of the 
market. He argues that wherever we find a standardized article sold in 
fully competitive conditions, there we shall find inflexible prices which do 
not fluctuate hourly in response to short-term changes in demand or supply 
conditions, but which do fluctuate in response to long-run changes in both 
demand and supply conditions. If this last were conceded, then Mr. 
Andrews would be entitled to argue, as he does, that the short-run inflexi- 
bility of prices at retail was no more than a convenience to both buyers 
and sellers. His association between fluctuating prices and non-homo- 
geneous commodities would then be in order. What he says is that we 
should not like to go back to the bazaar, ‘to the chaffering between dealers 
and their customers which takes place in primitive and undeveloped 
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markets’ ; in fact, we should not like to bargain about a tin of cocoa as we 
would about a horse. This is certainly true. But the further deduction is 
misleading: ‘Competition . . . tends to make for uniformity of prices and 
“higgling” should rather be taken as a sign of the uncompetitive market.’ 
There seems to be some error of logic here ; though we would all agree that 
the text-book definition of perfect competition presumes perfect knowledge 
and therefore excludes higgling in principle since both buyers and sellers 
are, and know they are, incapable of affecting price, we cannot therefore 
deduce that markets in which there is no higgling are therefore competitive. 
A copy of every book published in Britain is in the Bodleian Library. It 
does not follow that all the books in the Bodleian are published in Britain. 
There are other requirements of the competitive market than the absence 
of higgling. The phenomenon of listed prices should be related not to the 
degree of competition in the market but to the standard of literacy of the 
population and the most appropriate method by which the trader can 
transmit information about availabilities—one of his principal functions. 

The identification of listed prices and of price inflexibility over a period 
of time with prices which are uniform as between different sellers is, 
perhaps, the most misleading of the positions which I want to dispute. 
Mr, Andrews takes his statement of the compatibility of listed prices, 
inflexible in the short period, with competition to support the entirely 
different thesis that uniform prices as between different retailers at any 
given time is compatible with fully competitive conditions. This con- 
fusion depends on the lack of definition of the concept of the retailer’s 
‘type of commodity’. 

One of the reasons for abandoning the tools of the analysis of perfect 
competition in discussions of retail trade arose from the inadequacy of the 
classical conception of a commodity in this context. While the concept of a 
commodity can suitably be applied to any article the retailer sells, such 
as a three-and-sixpenny packet of ‘Player’s’ cigarettes, it is misleading 
to talk of these cigarettes as the retailer’s type of product, because it is 
impossible for the shopper to buy such a packet of cigarettes without 
simultaneously buying the retailer’s services in selling that package. Even 
if the ‘potential seller of the retailer’s type of product’ be taken to refer 
to the category of boxes of twenty cigarettes, ‘du Maurier’ at three 
shillings and sixpence; ‘Gold Flake’ at three shillings and sixpence; 
‘Churchman’ at three shillings and eightpence ; we are not any nearer to 
meeting the point at issue which is that the services of no two retailers are 
similar and that the sale of the article and the retailer’s services is a tied 
sale. The price paid by the customer is a price for services plus article. 
We said above that to define the perfectly competitive market as one in 
which ‘no seller can get a price which is higher than would be taken by 
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any other potential seller of his type of product’ was, even if type of 
product was taken to mean the product, a useless endeavour since this 
condition applied to all sellers irrespective of the degree of competition in 
their market. We now find, upon examining the concept of the type of 
product the retailer sells, that the condition is anyhow without meaning. 
There is, strictly speaking, no potential seller of any retailer’s type of 
product in so far as no two retailers will present the shopper with the same 
aggregate of retail services, including geographical proximity. 

Mr. Andrews might reply that this is splitting hairs ; that, of course, we 
do not expect the services of two retail sellers to be identical but only to 
all intents and purposes similar. Even so, the concept must be rejected on 
two counts: first, Mr. Andrews’s thesis requires there to be a large number 
of similar sellers and this is most unlikely ; secondly, in fact, geographical 
separation and diversity of service are of the essence of retailing and to 
assume them away is not to simplify the problem but to avoid it. 

An examination of Mr. Andrews’s account of price fixing at the retail 
level shows that he has not himself made up his mind how retailers do, in 
fact, behave. Sometimes we are led to believe that retailers fix the price 
of particular articles with reference to the cost of selling them, a practice 
which we would expect of them if we are to accept Mr. Andrews’s descrip- 
tion of their behaviour in terms of the perfectly competitive model ; but, 
at other times, we are told that retail prices are ‘a matter of historical 
conjecture’, 


‘When we are studying any particular shop, we shall find that the trader has a 
definite price policy for any particular type of article, setting a given proportionate 
gross profit margin upon it. Frequently, the majority of articles in which he trades 
will bear the same margin, i.e. the prices will be in the same relation to the cost of 
them to him. It is true that the fixing of retail prices must be a matter of historical 
conjecture but one can see that the proportionate margin is an easy way of trans- 
lating a price policy into practice. The retailer normally has to think in terms of a 
large number of articles and must have some rule of thumb for deciding his policy 
on a new article within his class of trade. The proportionate margin does rough 
justice and makes some sense, in so far as the more expensive articles of a given 
type cost more to sell or involve more service or are sold relatively less frequently. 
Why the margin should have come to be determined at such and such a figure it is, 
however, impossible to say. The point that we have to remember is that, given 
margins, the development of competition in retailing will enforce a rational basis to 
them in terms of the service which the retailer has to provide.’ 


It is precisely this adaptation of type and degree of service to inflexible 
prices rather than in response to consumer preferences expressed in com- 
petitive bidding, that is rather than in response to consumer demands, 
that others regard as the symptom of market imperfection. Since the 
retailers’ service and the article sold are a ‘tied’ sale, there is no way in 
which the consumer can manifest his preference for more or less service 
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relatively to lower or higher prices where, by conventional pricing, prices 
are maintained uniform as between different sellers. There is really no 
reason to suppose, with Mr. Andrews, that more expensive articles cost 
more to sell. The cost of marketing a pound’s worth of merchandise 
depends not on the price per unit of the merchandise (this is presumably 
what he means by expense) but on the salesman’s particular techniques 
and, above all, on the rapidity of his turnover. 

But Mr. Andrews is not, after all, quite sure of his facts. Perhaps gross 
margins are, after all, related to marginal (operational) selling costs. We 
read (p. 149): ‘The retailer . . . will not necessarily place the same margin on 
all that he sells . . . it is usual even for the specialist retailers to deal in a 
great variety of goods. Some of them will be more expensive or more 
troublesome to sell than others and the retailer will tend to take a higher 
margin on these, for the market will be such that competition in these is 
normally only at a price higher relatively to cost.’ However, such arriéres 
pensées are tacitly abandoned, since, if there are in fact substantially 
uniforin prices at retail for similar articles and also uniform prices at the 
manufacturing level (Mr. Andrews says we need not bother about the 
wholesale trade), we should not expect prices at retail to be uniform in the 
face of differing distribution costs were the market fully competitive. 
Mr. Andrews wishes to show that uniform prices at retail are evidence of 
competition, so he drops the above considerations. 

Having rejected the thesis that retail prices are the long-term outcome 
of the competitive action of the forces of supply in the form of cost of 
production and of consumer demand, we find that nothing remains of the 
argument that the economic forces at work in retail trade are of such a 
kind as automatically to secure the social interest. 

There remains one subordinate thesis; it relates to the technology of 
retailing. The absence of price competition at retail impedes the evolution 
of new techniques in so far as the innovation is directed at securing lower 
costs of distribution. This is because the new enterprise, where there is 
resale price maintenance and also where there is the convention on the 
part of sellers to maintain uniform prices, is prevented from attracting 
custom by price reductions. Moreover, where maintained prices are wide- 
spread, the customer ceases to be price-minded so that the gains to be 
expected from price reductions, in the form of increased custom, cease to 
be decisive. Mr. Andrews will have none of this. He refers to the existence 
of different types of retail shop, including the cash-and-carry multiple store, 
in defence of his denial. In fact, one swallow makes a summer. The fact 
that any technical innovation at all has occurred in the face of conven- 
tional uniformity of prices is taken to be sufficient evidence that it is no 
impediment to technical progress. 
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It is difficult to resist the conclusion, on re-reading Mr. Andrews’s 
article, that his belief that all is well with distribution does not arise from 
a critical appraisal of the facts but, itself, does much to fashion the ap- 
praisal he gives. 


SOMERVILLE COLLEGE, 
OXFORD. 











TWO COMMENTS ON ‘COMPETITION IN 
RETAIL TRADE’ 


By C. W. EFROYMSON 


1. Resale Price Maintenance 

In his article ‘Some Aspects of Competition in Retail Trade’! Mr. Andrews 
argues in favour of legislation which permits manufacturers? to fix mini- 
mum resale prices on brand-named products. This seems to me the more 
surprising in view of his confidence in competition and the general ability 
of consumers to choose rationally. 

‘A standard branded product whose price is subject to arbitrary varia- 
tion between retailers will lose the good will’, Mr. Andrews thinks, ‘both 
of retailers and consumers’ (p. 162), and the result of ‘competition of the 
ioss-leader kind’ is to ‘prevent branded goods from playing their important 
part in the process of competitive trading ’.® 

But manufacturers of branded articles occasionally arrange for, or 
co-operate in temporary—‘ introductory ’"—selling at reduced prices, either 
through all or only through some retail outlets. Moreover, in the United 
States (I do not know whether the same is true in England) the ‘inde- 
pendent’ retailers have been the principal protagonists of resale price 
maintenance, with manufacturers taking diverse attitudes. In fact, 
reluctant manufacturers have often fixed or raised minimum resale prices 
only after organized pressure—amounting in some cases to boycotts—of 
‘independent’ retailers.* 

These phenomena indicate that not all manufacturers of branded goods 
think that sale of their products at ‘cut prices’ will reduce their sales. 
They may in fact fear that by yielding to the constant pressure of marginal 
retailers for higher minima, consumer preferences will shift to non-price- 
fixed and to unbranded lines.° 


1 Oxford Economic Papers, New Series, vol. ii, No. 2 (June 1950). 

* Following Mr. Andrews, I use the term ‘manufacturer’, although the owner of the brand 
name may be a middleman. 

* p. 163. I do not understand Mr. Andrews’s reasons, stated on p. 164, for dismissing the 
possibilities of manufacturers ‘benefiting from increased trade’. The principal advantages 
claimed for brand-name selling are: (1) ‘Economies of large scale production’ (p. 164) and 
(2) ‘the maintenance of quality standards for products whose quality . . . has to be learned 
by experience’ (p. 161). To (1): brand-name promotion may so split up the formerly com- 
mon market that no producers can exploit the advantages of scale. Conversely, it is easy to 
exaggerate advantages of scale. To (2): Mr. Andrews thinks that ‘Those who establish a 
brand therefore learn by experience that they must maintain quality’ (p. 170). But if 
consumers cannot quickly detect deterioration, short-run extra profits due to lowered costs 
achieved by debasement of product may exceed long-run losses due to consumer recogni- 
tion, or the entrepreneur may think so. 

* Cf. Ewald T. Grether, Price Control Under Fair Trade Legislation, New York, 1939, 
pp. 92 ff. and p. 268. Cf. also B. 8S. Yamey, ‘Notes on Resale Price Maintenance’, Econo- 
mica, vol. xvii, No. 67 (August 1950), p. 256 and note 1. 5 Ibid., pp. 272-3. 
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With respect to the lower prices of large-scale retailers ‘whose actual 
costs of trading are low’,! Mr. Andrews charges that their cost advantage is 
obtained ‘at the expense of imposing some extra costs upon the consumer’ 
(extra fares, inconvenience, and loss of certain personal services). But 
Mr. Andrews’s basic proposition is that heterogeneous, non-price com- 
petition offers consumers the possibility of rational choice among different 
modes of retailing. Resale price maintenance prevents those retailers 
who can obtain lower costs at the expense of service from passing on the 
advantage in the form of lower prices, and deprives consumers of the 
choice of buying at lower prices with lesser service. 

Suppose, however, that the ‘leader’ really is a ‘loss-leader’, that is, a 
sale at less than invoice cost plus average expense of doing business, or 
(estimated) expense of selling the particular branded article. Losses on 
such sales will have to be recouped by ‘margins which are maintained 
relatively higher than they need be for other goods’ (p. 164). If consumers 
are able to judge values, as Mr. Andrews implies, the retailer will lose sales 
of other goods to retailers who do not cut prices. His price-cutting will be 
unprofitable ; the competitive forces on which Mr. Andrews wishes to rely 
will prove to the price-cutter the error of his way. Meanwhile some con- 
sumers will have enjoyed the advantage—at the expense of advertising 
média—of lower prices. 

To summarize: Price maintenance interferes with competition by 
depriving the consumer of an important choice among retailers, and is pro- 
bably—at least in the long run—unnecessary, because losses on ‘leaders’ 
must be recouped by higher margins on other goods—whereby trade will 
be diverted from the ‘arbitrary’ price-cutter. But the foregoing conclusions 
depend on the validity of Mr. Andrews’s assumption that consumers can 
evaluate and compare. In so far as they cannot, his particular argument 
in favour of price maintenance is bolstered ; but his general argument (in 
favour of free competition among differentiated retailers) is endangered. 


2. Advertising which creates Wants 

Mr. Andrews concludes his discussion of advertising with the judgement 
that ‘In a stable situation, advertising costs . . . will justify themselves 
only in so far as they enable a sufficient reduction of costs elsewhere’ 
{(p. 171). But he admits two exceptions: 

1 It is difficult to distinguish in fact (if not in theory) between ‘arbitrary’ price variation, 
such as the ‘loss leader’, and lower prices which reflect the lesser costs of some retailers 
(cf. Grether, op. cit., p. 269). Mr. Andrews insists that if, ‘as is the case’, certain retailers 
‘have lower costs, that should be reflected in their general price policy ...’ (p. 164). But this 
also would mean prices on branded goods lower than prices which would cover costs of higher- 
cost retailers. Mereover, the particular costs of selling »randed articles may well be less than 
average costs of selling. The owner of the name through his promotion has borne part of the 
selling cost; and this is reflected in invoice cost of the branded goods. Why, then, should 
the retailer’s saving in selling branded goods be spread generally over all his sales ? 
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1, Advertising which ‘can so successfully play upon the hopes and 
fears’ of consumers that it creates the wants which are to be satisfied, 
Mr. Andrews would ‘dismiss this case’ because ‘it is relatively unimportant 
so far as normal industry is concerned’ (p. 167). 

‘This case’ is defined as ‘goods whose attraction lie entirely in the 
minds of the consumer—such things as lucky charms...’ (p. 167). But 
if we substitute for the word ‘entirely’ the phrase ‘wholly or in part’, ‘this 
case’ will expand to comprise the vast realm of ‘fashion goods’. An 
enormous proportion of all retail advertising attempts to impute the 
quality ‘fashion’ or ‘style’ to goods of all sorts, and the quality or useful 
ness thus added to the goods lies, I believe, ‘entirely in the mind .of the 
consumer’. Moreover, the attraction of this quality and its ‘fickleness” 
are themselves largely the product of advertising. Manufacturers and 
retailers may complain of extra costs—or losses—due to sudden changes of 
fashions ;? but they strenuously endeavour to invest* their products with 
the quality ‘style’, and also, by advertising ‘new styles’, to create ob- 
solescence by depriving products in the hands of consumers of the quality 
‘style’. Style consciousness and fickleness are I think produced, or at least 
effectively stimulated, by advertising. 

2. Mr. Andrews grants that ‘in the short run’ advertising’s ‘persuasive 
function’ may be ‘much more important’ (p. 169). But how are we'to 
distinguish between the short and long run? All advertising of fashion 
goods, and also of stocks offered at particular prices, has the immediate 
purpose of increasing tomorrow’s sales; and usually also the long-run 
purpose of attaching consumers’ preferences to the advertiser. Even 
brand-name advertising is usually combined with an immediate appeal— 
a particular style or stock of goods or price. 

I conclude that Mr. Andrews’s two exceptions cannot be confined in the 
narrow limits assigned by him, and that advertising which does not result 
in economies of scale, and which cannot justify itself by enabling ‘a 
sufficient reduction of costs elsewhere’, should not be dismissed as ‘rela- 
tively unimportant so far as normal industry is concerned.’ 





» Mr. Andrews says, p. 170: ‘All that can be said is that it is the essence of this sort of 
trade that it is fickle; and that the quality which causes this fickleness is greatly valued by 
the consumer.’ 

* ‘Fashion’ and its fickleness increase costs both of manufacture (changes of dies, &¢., 
discontinuity in production) and of distribution (losses on goods which have ‘gono out’ of 
style, larger inventories, lowered ‘turnover’). 

* Fashion advertising might be called ‘investatory’. In the United Sates, producers of 
eyeglasses and of furniture, inter alia, have campaigned, effectively, to introduce fashions 
in their fields. 


BUTLER UNIVERSITY, 
U.S.A. 
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A REPLY 
By P. W. 8. ANDREWS 


I SHALL reply to Mrs. Hall and to Professor Efroymson separately. 


I 


1. I regret that Mrs. Hall does not wish to challenge my assumptions 
and propositions one by one, for she gives a misleading account of my 
position concerning retail trade theory when she arbitrarily reduces my 
arguments to her three ‘pillars’. In its context, as we shall see, the first 
relates strictly to manufacturing and primary markets. The second offers 
no separate structural support to any part of my argument but is simply 
& lump chiselled from the first ‘pillar’—which accounts for some of Mrs. 
Hall’s difficulties in using it as if it were naively applied to the retail trade. 
So far as the third is concerned, surely the pillar of an argument must be 
some central proposition to be accepted or rejected, not an alleged failure 
to draw a distinction ? 

Since the ideas which give Mrs. Hall most concern related, in fact, to 
manufacture, I must be excused for first explaining them in their proper 
contexts." 

2. Mrs. Hall is generally inclined to read into my theories assumptions 
which conform with her own presuppositions but not with mine. This is 
often the case when she uses the phrase ‘perfectly competitive’. The 
latter, in her system of thought, is the logical antithesis of the uncompetitive 
market, and its ‘welfare’ implications colour the litmus-paper with which 
she judges and tests reality. She therefore implies throughout, falsely, 
that I am a ‘perfect competition’ theorist. Similarly, she asserts on p. 240 
that I work on the assumption that ‘perfectly competitive’ markets 
automatically guarantee the social interest. I do not. I reject perfect 
competition as offering any practical standard for assessing the competi- 
tiveness of ordinary manufacturing (or retail) markets. Disliking ‘welfare 
perfectionism ’, all that I would urge for a market which conformed to my 
definition is that it could not be said to work actively against the social 
interest, as ‘monopolistically competitive’ markets are supposed to do. 

3. As I have said, Mrs. Hall’s first ‘ pillar’—my definition of competition, 
as she quotes it, relates not to retail trade but to primary and manu- 
facturing industry. This will be quite clear from p. 141 of my original 

1 Since I do not take up every case, I must give the general warning that not all of Mrs. 
Hall’s quotations from me are strictly accurate, nor have all omissions been indicated, 


hor were their contexts necessarily those which Mrs. Hall now gives them. 
* Cf. p. 243: ‘ .. . if we are to accept Mr. Andrews’s description of their (i.e. re‘ailers’) 


behaviour in terms of the perfectly competitive model ... ’ 
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article. At the end of a discussion of these markets, I suggest that the 
essence of a competitive market here is simply that no seller will be able to 
get a price which is higher than another potential seller would take for 
product of identical specification. 

This definition would enable us to retain the one characteristic of a ‘per- 
fectly’ competitive market which seems essential, namely, that all sellers 
of identically specified products shall be able to obtain only the same 
price, which, for manufacture, I relate to normal costs of production in 
a quasi-Marshallian manner. 

It also excludes any market showing the one characteristic usually taken 
as denoting a monopolistically competitive market, namely, that, given 
the prices of other sellers, a particular supplier will be able to sell his 
commodity at various prices by varying his ‘supply’. 

At the same time, we can take into our analysis, and apply a competi- 
tive standard to, markets of the type most prevalent in the real world 
where manufacturers do not necessarily produce identical products and 
where it is usual for them to obtain the preferential goodwill of their 
customers. Such markets are competitive on my view, if the possibility 
of cross-competition between manufacturers so limits the price which any 
one can obtain. 

4. I agree that this concept of competition is fundamental to my 
approach, but I do not apply it so naively as Mrs. Hall suggests. So far as 
the definition itself is concerned, instead of meeting it and criticizing it in 
its own context, Mrs. Hall offers us two very large red herrings. I throw 
these into a footnote.’ 

1 First, Mrs. Hall points out as if I would deny it that my definition assumes sellers to 
maximize their profits. She has no warrant for her implication. What I do deny is the 
assumption of modern theory that differentiation of products and buyers’ preferences 
necessarily entail such particular elasticities of demand that businesses will maximize their 
profits through restricting their scales of output. Ordinary manufacturers’ markets, where 
producers sell te other business men, seem to me to be competitive according to my defi- 
nition, despite differentiation and preferences—normally taken to be the very stigmata of 
monopolistic competition. To deny the applicability of my definition to those merkets seems 
to me to involve the denial of the assumption, which I am as anxious to make as Mrs. Hall, 
that the business-men customers will seek to maximize their profits. The assumptions to the 
contrary, involving irrational preferences, were adopted by modern theorists simply so that 
they could get the atomistic equilibrium of supply which had been found to be incompre- 
hensible, if an industry were in perfect competition, in the strict technical sense, and if 
individual businesses had falling cost curves. The assumption of particular demand curves 
of finite elasticity was therefore invoked and justified by describing the customers of all 
businesses where differentiation takes place, or where cost curves fall, as if they were final 
consumers buying consumers’ goods. In that case, of course, it was very easy to assume that 
such customers must be irrational in their preferences. (Cf. Mrs. Hall’s later assertion that & 
competitive market necessitates ‘literacy’ on the part of the consumers. It does not. It 
merely demands that they weigh up what they get for their money, compare e i 
&c. It is an academic’s error to confuse literacy with intelligence. Some of the keenest 
bargainers I have known would probably not pass Mrs. Hall’s tests of literacy !) 

This brings me to Mrs. Hall’s second red herring—the achievements of the modern theory 
of business. I am not going to be provoked into seeming disrespect for the great achievement 
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It should now be clear that the reference to ‘his type of product’ (n.b.) 
must also relate to manufacturing industry. The phrase was used be- 
cause I hoped to prevent the purport of my definition being needlessly 
misunderstood because of presuppositions that competition required the 
actual presence of a large number of sellers of the particular product under 
question, or even of the technically related products which may be subsumed 
under ‘that type of product’. It is certainly not necessary for a market, if 
it is to be fully competitive according to my definition, actually to include 
a large number of ‘similar sellers’. (This incidentally disposes of Mrs. Hall’s 
point on p. 243.) The essence of my theory is that a manufacturer in an 
established industry will tend to set such a price for his product as not to 
provoke competition on price from others, whether or not they are already 
making his exact product, or, indeed, are already in his ‘industry’. 

5. In the theory of price in manufacturing industry, it is possible to 
concentrate on the physical product, partly because that is so large a part 
of the ordinary transaction but also because it is possible to imagine fairly 
realistically that any associated services (credit, delivery, &c.) are in- 
cluded in the specification of the product. When I turn to the theory of 
retail trade, I certainly do not argue in terms of identically specified 
commodities, and recognize that any theory must allow for the fact that 
‘associated services’ may be both very varied and very important.’ 
Readers should refer, for instance, to pp. 148-9 of my article and not 
be misled by suggestions that I do not recognize the diversity of retail 
trade.? 

6. In my approach to the theory of retail trade, I use my theory of 
manufacturing prices to account for one important element in retail prices 


of this theory in solving its theoretical problems, but does Mrs. Hall really believe that we 
have been able to go farther along the road of explaining the determination of actual prices 
than when we had Marshall for our guide? When confronted with accounts of the manner 
in which business men determine their prices, the most popular theoretical ‘explanation’, 
seen correctly, involves the abandonment of all the apparatus which has been so ingeniously 
constructed and the virtual abdication of the ‘modern’ theorist. The necessity of ex- 
plaining the gross margin as such is ignored, and the relative stability of prices is explained 
by a device—the kinked demand curve—which would justify the maintenance of any price, 
once that had been decided. A slightly less popular solution (‘it’s all a matter of the degree 
of monopoly’) has ‘explained’ the gross profit margin on a full marginal-equilibrium basis in 
the abstract, but has involved the extraordinary assumption, given the levels of average 
direct costs, that elasticities of particular demand curves, constructed according to the 
usual assumptions, remain constant over substantial periods of time and despite notable 
changes in real national income and in relative prices. It also necessarily retains the assump- 
tion of restricted outputs which I find extraordinarily unrealistic. 

1 At the same time, we must not let traditional theorists throw dust in our eyes by 
statements implying that all retail commodities are bought on account of associated 
services at the point of sale. 

* On p. 152 I give as a simplified model a case where all the retailers in one line of business 
are supposed to be offering identical commodities with identical services attached. This, 
however, is explicitly said to be constructed in order to show the effects of my arguments in 
such a simple situation. 
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—the cost of the commodity to the retailer.’ This allows me to concentrate 


on the gross profit margin which may be taken as the rest of the retailer’s 
price. The competition between retailers is then seen as determining the 
value which they offer for the gross margins which they charge. I shall 
not repeat here the arguments which I have already given on pp. 148-50, 
The real point of difference between Mrs. Hall and myself is that I am 
prepared to assume that ordinary people have a large measure of ration- 
ality when they go shopping, reinforced by collective wisdom and by 
advice from other people. She is not. I also notice that, significantly, she 
does not take up the Ward—Perkins point, as I may call it (p. 151)—that it 
needs only a proportion of the whole body of consumers to be sensitive to 
price and quality for any individual retailer to find there is a very elastic 
‘bonus’ of demand available to him. This alone seems to me a very reason- 
able ground for challenging the validity of monopolistic competition, 
but, as indicated, I am quite prepared to trust to the measure of rationality 
which I find to be possessed by ordinary housewives. Prices, and quality 
for price, and the relative merits of different shops, play a large part in 
their conversation. 

Granted this general assumption, then, I am quite consistent in assum- 
ing that in the long run the prices at which manufactured commodities are 
offered at retail must make sense to the final consumer in terms of quality 
and service. Given freedom of entry into retail trade, I am content to rest 
upon the argument that prices and qualities must in the long run be related 
to the normal costs of selling the commodities concerned, together with 
their associated services. In the long run, other retailers will compete 
effectively with one who offers less than the normally appropriate value 
for money, and the greater the ‘rationality’ of consumers, the shorter 
the long run will be. A retailer, when determining his quality—services- 
price policy, will try_to prevent potential competition from becoming 
actual. 

7. For her third ‘pillar’ Mrs. Hall erects an alleged failure to dis- 
tinguish between uniformity of price for a given article at a given time, and 
over a period of time. She says (p. 241), erroneously, that I do not explain 
the former. Perhaps she has not read beyond p. 151 of my article (which 
is the location of her farthest point of reference) and so has not come across 
the section of my paper headed ‘conventional prices’ (p. 153). I should 

1 In an aside on p. 244, Mrs. Hall says ‘Mr. Andrews says that we need not bother about 
the wholesale trade’. Read just like that, what a crime I have committed! A glance at p. 142 
of my article will show, however, that for once I am behaving in a time-honoured theoretical 
manner. In the context, I am clearly suggesting only that we can approach the problem 


economically with a model in which retailers buy from manufacturers direct. It would be 
easy enough to take account of the effects of wholesaling, if we were interested in it for it 


own sake or if we were considering the whole amalgam of trade in @ general theoretical 


treatise. 
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have thought that the applicability of my arguments, say, to her cigarette 
example, was rather obvious, I return to this shortly. 

8. Having now stated the general lines of my argument, which Mrs. 
Hall does not meet, and having justified the remarks which I made 
concerning the irrelevance of her three ‘pillars’, I shall now confine 
myself to particular points put forward by her in the body of her paper. 

(P. 241) I have not argued any ‘association between fluctuating prices 
and non-homogeneous commodities’. I refer Mrs. Hall to p. 140 of my 
article and assert that the rest of her p. 241 has no relevance to my 
arguments. 

(P. 242) I was arguing against the naive view that markets without short- 
term flexibility were essentially non-competitive. Mrs. Hall’s application of 
elementary logic is, therefore, otiose. 

Mrs. Hall’s quotation at the top of this page is extremely inaccurate. If 
she had put an instead of the uncompetitive market, she might have 
doubted her interpretation. Had she quoted the whole sentence, her 
doubts would have been considerably strengthened. 

I do not identify listed prices and price inflexibility over a period of 
time with prices which are uniform as between sellers. Mrs. Hall has, 
therefore, misled herself. I explain the latter separately—and have already 
referred to the section which is devoted to this conventionality of prices. 
Mrs. Hall’s cigarettes seem to me to be a very good example from my point 
of view. The pre-war prices of 4d., 6d., 7d., &c., for popular brands of ten 
cigarettes, now affected by subsequent rises in taxation, &c., seems to me 
to have been a very logical stratification of prices, of the kind which I have 
explained. To get his product stocked widely enough so that it was avail- 
able for the mass market, a manufacturer would have to sell at one of 
these convenient prices. One would expect to find the most popular brands 
selling at the most popular price—namely 6d. for 10, now Mrs. Hall’s 
3s. 6d. for 20. The 1d. extra on ‘Churchman’ used to signify not only a 
real jump in quality but also a convenient interval in price. Had cigarette 
prices originally become established at the present high levels of taxation, 
my guess is that popular brands would have sold at some identical con- 
ventional price; certainly, it would not have been worth while differen- 
tiating by so small a step as at present exists. 

Although a good example from mine, I do not think cigarettes a good 
example from Mrs. Hall’s point of view. I suggest that they are one of 
the class of commodities where the actual physical commodity is what 
consumers want, and that associated services are unimportant. It is true 
that, from a given location, one shop may be nearer than another. But 
except for a paraplegic, whose friends refuse to take him out or to shop for 
him except over the minimum distance from his home, we tend to satisfy 

4520.3 8 
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our continual need for cigarettes from any shop that we happen to pass, 
If it has not got the brand that we prefer, no blandishments will induce 
us to take another brand as equivalent ‘with its associated services’ to the 
brand which we want." 

At these conventional prices, what the cigarette manufacturer had to do 
was to continue to offer a value for money which was at least as good as 
competitors could offer. Granted the nature of our demand for cigarettes, 
his price-maintenance policy ensured him the maximum market, by en- 
suring that his brands were widely stocked, &c. 

(P. 243) My objection is that it is not my hairs that Mrs. Hall is splitting. 
My thesis, I have demonstrated already, does not require a large number 
of similar sellers—this would be true only in a market where prices were 
fixed on the basis of short-period equilibria. Secondly, I do not assume 
away geographical separation and diversity of service. Here I have already 
hinted that I think Mrs. Hall pays an exaggerated attention to the first, 
so far as many staple commodities are concerned. She writes as if the 
only population which would satisfy her abstract model were ‘illiterate’, 
or, rather, unintelligent, paralytics. 

I still see ne objection to the points put forward in the long quotation 
from me given by Mrs. Hall on this page. When I said incidentally that 
I thought the proportionate margin probably started as a simple way of 
fixing a price, I was, of course, referring to much earlier times. The point 
that I wish to make is that some such simple policy will meet the needs of 
the retailer but that competition will enforce normal quality for the gross 
margin that he charges. Further, and by the way, known and definite 
prices satisfy one set of consumers’ preferences, as was rapidly established 
when the practice arose of marking goods in plain figures. The short-period 
inflexibility of retail prices reflects in origin the inflexibility of manufac- 
turing prices, and that of overhead costs in the retail trade, but I shall not 
argue the latter point here. 

The consumer has been able to manifest his preference for more or less 
service relatively to higher or lower prices by patronizing the appropriate 
shops. It is ridiculous to suggest there is no choice here. Conventional 
prices have developed only for commodities where they are appropriate 
from the consumer’s point of view—and there he chooses on the basis of 
quality at each conventional level. 

(P. 244) Mrs. Hall’s doubts if more expensive articles cost more to sell 
than less expensive articles of the same kind would be resolved, I think, by 
an examination of the facts of particular cases. The factors of sales 
technique and rate of turnover, which she instances, are not independent 





1 Unless there is some exceptional reason for thinking we shall not be able to get the 
latter elsewhere. 
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of the price of the article. In general, more expensive articles have a 
slower turnover, therefore have higher stocking costs, demand more careful 
salesmanship, run more risks of having to be sold off cheaply for various 
reasons, are more likely to have to carry a post-sales service guarantee, &c. 
Often they cre just the cases where the consumer insists on buying services 
as well as the actual physical commodity. Further, Mrs. Hall might allow 
that one has to pay more for more successful exponents of the art of sales- 
manship. 

Mrs. Hall’s general references to my p. 149 are misleading. It should be 
quite clear that the differing margins to which I refer there are those 
imposed on different types of product from the point of view of the normal 
costs of selling.’ These are no arriéres pensées on my part, but form an 
integral part of my thesis. 

Referring to lines 12 and 13 of Mrs. Hall’s first main paragraph, I do not 
expect retail prices to be uniform in the face of differing normal distribution 
costs. Shops which, as types, have differing distribution costs tend to 
specialize on the commodities for whose sale they have the greatest advan- 
tages. Thus, the large chain store, in order to get its economies, needs a 
large turnover ; it therefore is located where many customers can reach it 
and specializes in the kind of goods for which it will get a large demand— 
ie. goods in mass demand of a kind which shoppers are prepared to get and 
carry around on periodical shopping visits. Its lower costs mean that it 
can price on the basis of a lower margin, and its lower prices result in it 
securing its class of trade at the expense of other retailers who will have 
to specialize in commodities whose prices will cover their higher costs. This 
certainly does not conflict with my thesis that different normal costs of 
distribution will lead to different prices, or rather, gross margins, being 
established. It, equally, is quite consistent with identical gross margins 
for commodities with the same normal costs of distribution. 

Finally, I leave it to the reader to judge if my appeal to the great di- 
versity of shops generally available to the consumer in this country is really 
equivalent to my announcing summer because I have discerned, through 
my field glasses, one solitary specimen of Hirundo rustica rustica.” 


II 

Resale price maintenance (Professor Efroymson’s paper, p. 246) 

1. My paper argued against proposals to make illegal the existing 
practice of resale price maintenance by individual manufacturers. Its 

e.g. a clothing shop will normally take a higher margin on fashion lines, and a shop 
selling flowers and potatoes will take a lower margin on the latter. 

2 Mrs. Hall does not discuss my arguments concerning resale price maintenance. She 
merely asserts that this prevents technical innovation. She has not met my point that 


already we have retailers who are large enough to establish their on brands and to sell 
these in whatever manner they like, at their own prices, if that should pay them. 
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argument is not inconsistent with my ‘confidence in competition’, &c., 
for I maintain that, in the case of some commodities (which happen to be 
of the kind where the economies of scale are likely to be most important), 
resale price maintenance is necessary if manufacturers’ brands are to be 
able to compete effectively in the long run in the final consumers’ market 
and if the consumer is to have such commodities available for his choice to 
be exercised. 

2. Introductory selling at reduced prices fixed by the manufacturer does 
not conflict with my proposition, for this is not equivalent to arbitrary loss- 
leader price cutting by a retailer. 

3. Professor Efroymson’s statement that ‘not all manufacturers of 
branded goods think that sale of their products at ‘“‘cut prices” will reduce 
their sales’ is correct. What is surprising is that he should suggest that 
this controverts my argument. I said (p. 161) that ‘by itself, branding 
does not require that the manufacturer should fix the price of his brand’ 
and went on to specify where he will normally find this desirable. 

4. To take up Professor Efroymson’s footnote 3: (i) I argue that loss- 
leaders will militate against economies of scale of production becaus= they 
will be only temporary affairs so far as each particular commodity is 
concerned. The point of a loss-leader is that its price is markedly lower 
than that at which it is known to be available elsewhere; the motive to 
offer it on cut price terms will disappear with the cessation of its general 
stocking by competing retailers (ref. p. 162). The manufacturer will then 
have to face a diminished market for that particular branded product. (ii) 
I agree with Professor Efroymson that it is easy to exaggerate economies 
of scale, where a business increases its whole varied output pari passu 
‘and have argued this elsewhere). He has, however, completely missed my 
point (p. 159) that we are concerned with the increased output of one 
particular specification, with consequent increased standardization of 
output. Would he dismiss economies of scale of this sort so lightly ? (iii) 
He sees the development of manufacturers’ brands as possibly splitting up 
‘the formerly common market’. Is not this a travesty of the historical 
position as far as consumers’ goods are concerned? I cannot subscribe to 
the myth of a ‘perfectly competitive’ golden age. Manufacturers’ brands 


1 As I made it clear, I was not concerned with collective price maintenance by retailers 
or by manufacturers. In England, however, so far as I can discover, resale price maintenance 
seems to have started with manufacturers (e.g. books and clothing) and originally it 
seems frequently to have been resisted by retailers. The pressure to force manufacturers to 
raise minimum resale margins merely indicates the extent to which manufacturers’ price 
maintenance tends to keep retail margins down and conforms to the general experience 
that they are usually lower than those taken for similar unbranded commodities. This 
restraining influence has even made itself felt, also, on the prices of non-price-maintained 
goods, and has been very important over the last decade, when the tendency has been 
towards constantly rising prices. 
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(like the development of chain stores) have led to less differentiation in their 
respective markets and have increased the proportions of standardized 
commodities. 

(P. 247) 5. I have already repeated my point that loss-leadership tends 
to be very temporary so far as the individual brand is concerned and that 
to encourage it would be to run the serious risk of losing permanent benefits 
from the direct competition of manufacturers in the final markets for the 
sake of temporary gains from price warfare. I was not concerned with 
individual retailers who may have low costs as compared with others of 
their class of outlet. They, in fact, will usually get far greater permanent 
gains from the normal exercise of their efficiency than they will from loss- 
leadership. I was specifically concerned with retail businesses which, as a 
class, show lower costs than other classes (e.g. chain stores). Such low- 
cost retailers are generally large enough to establish their own brands in 
the classes of commodities with which I was concerned, and could offer 
these at as low a price as would be consistent with their costs and the 
‘services’ which they offer. They are therefore not deprived of any gains 
from low-price selling of their own brands. Loss-leadership offers additional 
gains, but at the expense of the established market of the manufacturers con- 
cerned. The temporary use of particular brands as loss-leaders helps them, 
especially during ‘dead’ seasons, to attract more customers to their stores. 
It does not follow that the consumer will find poor value when he gets there. 

6. I am impressed with the extent to which such forms of retailing have 
been able to make an effective contribution through the provision of 
suitable commodities at low prices (and would therefore oppose, on similar 
grounds as those which I urge against the prohibition of manufacturers’ 
price maintenance, any proposal to ban chain stores, such as I understand 
to be the case in Denmark), but that is no reason for their loss-leader 
advertising being encouraged to remove one other very important source 
of competition in retail trade. 

7. To sum up: I see resale price maintenance by manufacturers as hing 
the condition of consumers enjoying their present very extensive choice 
as between price, quality, and service. My argument looks essentially at 
the long-run situation ; Professor Efroymson insists on the short-run advan- 
tages of price warfare. If that should uproot the whole basis of many estab- 
lihed industries, as it would do in this country, and lead to the greater 
differentiation of consumers’ markets, it would do a disservice which I 
should have thought outweighed such temporary and arbitrary advan- 


tages.’ 


1 Referring to Professor Efroymson’s footnote, I have already made the point that the 
lower costs of selling branded articles are usually reflected in the margins which are allowed 
by the manufacturers. 
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Advertising which creates wants (p. 248) 

1. Surely the manufacturers who strive to invest their commodities 
with style are, in the mass markets with which I am concerned, following 
fashion and not creating it. They are thus advertising that their commod- 
ities have one particular quality which the consumer is seeking, and about 
which he knows sufficient to judge the accuracy of their claims. Fashion 
goods certainly are not in my lucky charm class, for they have a quality 
which the consumer who seeks to be ‘in the fashion’ can assess. (Let the 
sceptics ask their wives.)* ; 

2. My point about persuasive advertising relates to advertisers attempt- 
ing to persuade a consumer to take the commodity of a particular producer 
—a Chamberlin case, as it were. Professor Efroymson has not met my 
point that the special gain to such an individual’s market will be short- 
run, since such advertising can, by its very nature, be successfully countered 
by other producers. Therefore, as I said (p. 169), established producers in 
a settled market tend to limit the amount of their advertising—unless 
someone else, for the sake of short-term advantage, starts a burst of 
advertising. In the latter case, the cost of such abnormal advertising must 
come out of profits and cannot be price-raising expenditures. Persuasive 
advertising, ruling out nostrums of the kind I indicated, cannot attach 
long-run goodwill to the advertiser, it is too vulnerable to the attacks of 
others. I therefore still insist that, with the exceptions I made, advertising 
is unimportant as a price-raising factor, so far as normal industry is 
concerned. 

1 Professor Efroymson’s footnote on this class of commodity refers to collective adver- 
tising. I regret that I did not discuss this in my paper. Let me now argue that it will not 
increase prices as compared to the status quo ante. Two cases can be distinguished: (i) Where 
the industry is otherwise stable, but where the manufacturers feel that collective advertising 
will increase their common market and pay for its costs. Surely they will not herald their 
campaign with increased prices. If they do get increased sales so that the campaign is 
justified they will not then put up their prices. (ii) The more common case is where there 
is a temporary or permanent adverse shift of taste—as with beer in this country. The 
alternative to doing nothing will be to suffer the falling outputs and reduced profits. This 


a fortiori is not a case where prices can be increased to cover the new advertising expenditure. 
Such advertising will have to pay for itself by increased relative profits at the existing prices. 


NUFFIELD COLLEGE, OXFORD. 





of t 
falsi 





‘ties 
ping 
iod- 


out 
ion 
lity 
the 


\pt- 
cer 
my 
rt - 


sin 
ess 

of 
ust 
ive 
ich 

of 


ds 





UTILITY AND THE THEORY OF WELFARE 
By W. E. ARMSTRONG 


I 


THe welfare-economist, whatever else he may assert about the concept 
of welfare as applied to a community, is bound to assume that varying 
alternative situations are characterized by variations of welfare that, if 
not determinate, are at least orderly,! so that of any two alternatives, A 
and B, either the asymmetrical transitive relation ‘better than’ holds 
between A and B in one of its two ways, or the symmetrical transitive 
relation ‘as good as’. 
The following assumptions are also made by probably all economists: 


(1) An individual, in varying alternative situations, is characterized by 
varying individual welfare, whether determinate or indeterminate, so 
that, if A and B are two alternative situations for a group, then for each 
member of the group it can be asserted that his individual welfare is 
higher, unchanged, or lower with A than with B. 

(2) (a) If, for two alternatives, A and B, the individual welfares for some 
persons are higher with A than with B and none are lower, then the 
welfare of the group is higher with A than with B. (b) If, for every mem- 
ber of the group, individual welfare is the same with A and with B, then 
the welfare of the group is the same with A and with B. 

(3) If an individual prefers alternative A to alternative B, then his indt- 
vidual welfare is ‘higher’ with A than with B. 


A further assumption is made by most economists, including all those 
of the preference-school, though we propose later to demonstrate its 
falsity : 


(4) If an individual is indifferent between two alternatives, A and B, then 
his individual welfare is identical in both situations. 


It is the contention of many economists, in particular those of the 
preference-school, that the above assumptions are sufficient to provide a 
basis for welfare-economics, i.e. that complete utility-data (preference 
maps) for the members of a group can throw some light on welfare-policy— 
some light on how a policy-maker should choose, in order to achieve the 
highest possible welfare, between the alternatives that are, in theory, pos- 
sible for the group. There is, I suggest, no justification for such a view. 


1 The term ‘indeterminate’ will b2 used throughout in this sense, i.e. in the sense of 
‘ordinal’ as contrasted with ‘cardinal’. 
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II 
alter 
Whenever an individual makes a choice between a number of alterna- is it 

tives, it is important to distinguish between the choice made and the ‘way >4 
of choosing’. We will define a ‘way of choosing’ as the selection of a class Tl 
of alternatives from the total presented, followed by a random choice from that 
the selected class ; or, what comes to the same thing, the rejection of a class abov 
of alternatives, followed by a random choice from those that remain. If the | 
there are n alternatives, then there are, of course, possible alternative posi 
choices, but the number of ‘ways of choosing’ is the number of combina- any 
tions of n alternatives, taken 1 at a time, 2 at a time,...natatime. Each a pr 
of the n alternatives has a determinate ‘position’ in the welfare-order of pare 
the n alternatives, i.e. the highest ‘position’, the 2nd highest, . . . the n’th of re 
or lowest, where n’ > n. Each of the ‘ways of choosing’ or ‘policies’, as zero 
we may conveniently call them, yields a set of n’ probabilities of achieving that 
each of the n’ ‘welfare-positions’, according to the welfare-information polic 
available. Any pair of policies can, therefore, be compared so as to give a than 
determinate probability that the one has a higher welfare than the other; A is 
every policy can, therefore, be compared in this way with the ‘zero-policy’ givit 
of random choice (i.e. the policy of rejecting no alternatives). If, as is mak 
usually assumed, the individual knows which alternative is the best, then its g 
the policy of selecting that alternative, when compared with any other than 
policy, yields a probability > } that a better alternative is chosen,! and, T) 
as compared with zero-policy, the policy is considerably greater than }. so lc 
If, however, the individual had no knowledge whatever of the welfare-order able. 
of the alternatives, all policies would be indistinguishable ; the probability fare- 
of choosing a better alternative on one policy as compared with any other ‘mat 
would be exactly }; a zero-policy would be ‘as good as’ any other, if by a stric 
‘better’ policy we mean one that is more likely to yield a better result than avai 





{ 4 
Sst ARPES SERN NTRP TRL Maar om TSE eee eee oes me _ — 


ay eee 


: another. give 
; Clearly, if the individual’s aim is to raise his welfare, he must adopt a can | 
policy that has a probability appreciably’ greater than } of yielding a better of w 
alternative than zero-policy. Let-us suppose that his welfare-information A 
: reveals a number of classes of alternatives, each class having the charac- choi: 


teristic that there is one alternative, outside the class, revealed to be better havi 
than all the members of the class. Let the largest class that can be con- Nev: 
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It is, of course, also ‘certain’ that the alternative chosen, when it is known to be the behe 
best, is not worse than would result from any other policy; and, as compared with some beha 
policies, it is ‘certainly’ better. of 2 

. When I assert that I am interested in increasing my welfare what I mean is that I am 
interested in increasing it ‘appreciably ’—an increase of less than, say, 0-001 per cent., would wa, 
leave me indifferent. If I did not believe welfare to be determinate I should, presumably, be since 
interested in a policy that probably raises my welfare, only if the probability were ‘appreci- *% 


ably’ greater than 4. 
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structed in this way have m members and let n be the total number of 
alternatives presented. Then, only if n is not very large compared with m 
is it possible to find a policy that is ‘better’ (i.e. probability appreciably 
> 4) than zero-policy. 

The above conclusion follows from the fact that even the alternative 
that is better than all the members of the largest class, constructed as 
above, has an equal chance of being in any welfare-position, other than 
the m lowest positions, i.e. it has zero-probability of being in any given 
position from the lowest to the mth, and 1/(n—m)-probability of being in 
any other given position, while a random choice from all alternatives gives 
a probability of 1/n of any given welfare-position.1 But if n is large com- 
pared with m, 1/(n—m) is little larger than 1/n, and the chance of a policy 
of rejecting the revealed worse alternatives giving a better result than 
zero-policy is, therefore, only slightly greater than }. It may be noted 
that, even if the welfare-information is insufficient to reveal a welfare- 
policy, some policies may be known with certainty to give better results 
than others, e.g. if all we know about an infinity of alternatives is that 
A is better than B, the policy of choosing A has a probability of 1 of 
giving a better result than the policy of choosing B, but that does not 
make the policy of choosing A a welfare-policy, since the probability of 
its giving a better result than zero-policy is only infinitesimally greater 
than }.? 

The above conclusions hold, even if we assume welfare to be determinate, 
so long as no information, other than about the order of welfare, is avail- 
able. No ‘mathematical expectations of welfare’ emerge, even if the wel- 
fare-order of the alternatives is completely revealed; we cannot have a 
‘mathematical expectation’ of an unknown quantity completely unre- 
stricted as to its range. If, however, some quantitative information is 
available, the position is different—the ‘best’ policy is clearly that which 
gives the greatest ‘mathematical expectation’ of welfare, and such a policy 
can be described as a welfare-policy if it gives a ‘mathematical expectation’ 
of welfare appreciably greater than that givex by zero-policy. 

A group of persons cannot be regarded as faced with alternatives of 
choice in quite the same way as that in which we speak of an individual as 
having before him alternatives between which he is perfectly free to choose. 
Nevertheless, all the alternative ways in which all the members might 
behave, restricted only by the compatibility of all simultaneous individual 
behaviours with what is possible for the group as a whole, constitute a set 
of alternatives that are, in the sense relevant to welfare-economics, 


2 To be meticulous, the probabilities are 1/(n’—m’) and 1/n’, where m’ >> m and n’ > n, 
since the number of welfare-positions may be < the number of alternatives. 

* In other words, the knowledge that one policy is better than another, when there are 
many alternative policies, is without significance. 
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alternative possibilities for the group.1 These alternatives form a group- 
welfare order, and, by assumptions (1) to (4), this group-welfare order may 
be at least partially revealed. But, even if we assume group-welfare to be 
quantitative, utility-data can reveal, on assumptions (1) to (4), nothing 
whatever about these welfare-quantities (apart from their order). The 
possibility of the existence of a welfare-policy must, therefore, depend 
upon whether the maximum number, m, of alternatives revealed to be 
worse than some given alternative is not unduly small when compared 
with the total number, 2, of all possible alternatives. 

We have seen that the total number of alternatives consist of all the 
ways in which all the members of the group can have their individual wel- 
fares varied that are mutually compatible with one another. Let us take 
for consideration any one of these alternatives for the group. A class, 
selected from all the possible alternatives, can, in general, be constructed, 
such that some persons are worse off and none better off than with the 
given alternative. Clearly, no matter how large this class may be, it is 
bound to be insignificant as compared with the total of alternatives ; it is 
far easier to find ways of making some persons better off and some worse 
off than to find ways of making some persons better off and none worse 
off ;? » must always be very large compared with m, on the basis of the 
welfare-information given by utility-data on assumptions (1) to (4). We 
conclude that, on these four assumptions, complete utility-data are in- 
capable of revealing a welfare-policy for the group, i.e. no policy can emerge 
that has a probability appreciably greater than 4 of giving a better result 
than the zero-policy of random choice from all the alternatives. A fortiori, 
if assumption (4) is withdrawn, as I think it must be, there is no basis for 
welfare-policy, since even less is revealed by utility-data of the order of 
group-welfare than on the basis of all four assumptions.® 


1 e.g. all the ways of distributing a given physical national dividend; or all the ways of 
substituting items in the national dividend for one another, and distributing these substi- 
tuted items; or all the ‘feasible’ ways of making such substitutions, &c. Each of these 
alternatives are alternatives of choice for the group (according to the assumptions we make 
as to policy-possibilities) and, therefore, constitute alternative situations for the individuals 
composing the group, but they are not, of course, alternatives of choice for individuals. 

® If we take all the ways of distributing two commodities between two persons, illustrated 
by the familiar Edgeworth box, then the total number of alternatives, given no change in 
the commodities, can be represented by the area of the box, but the largest area representing 
alternatives that are worse than some one alternative is the largest area between two tangen- 
tial indifference-curves; this area is necessarily small, compared with the total area, for 
normal indifference-curves. 

Therefore, the policy of choosing a point on the contract-curve is not appreciably better 
than the policy of choosing a point at random within the box, on the basis of assumptions 
(1) to (4). 

It should be noticed that this conclusion does not conflict with the conclusion that free 
exchange is an improvement on its absence. Given any point not on the contract-curve, free 
exchange selects a better point on the contract-curve. 

* If alternatives of policy were sufficiently reduced in number, it would be possible for a 
welfare-policy to emerge. If, for example, it were postulated that either A or B could be 
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lil 


It may be deemed fortunate that no significant welfare-theory can 
emerge from our four assumptions, since assumption (4) is incompatible 
with our first three, when account is taken of the non-transitiveness of the 
indifference-relation.1 

It is, clearly, possible for an individual to be indifferent between A and 
B, and between B and C, and to prefer A to C. By (3) the individual wel- 
fare of A must in that case be higher than that of C. Therefore the indi- 
vidual welfares of A, B, and C cannot be the same. It follows that an 
individual’s welfare can be higher for one alternative than for another, 
even though he is indifferent between the alternatives, i.e. assumption (4) 
is incompatible with (3) and must, therefore, be rejected. 

Before proceeding further there is an implication of assumptions (1) and 
(2) that we have to consider owing to its importance for the argument to 
be developed. According to (1) an individual’s welfare with A is higher 
than, identical with, or lower than with B. According to (2) group-welfare 
rises or falls with the rise or fall of any one individual welfare. Provided 
that individual welfare is continuously variable, such a functional con- 
nexion between individual welfares and group-welfare is possible only if 
each individual welfare is determinate.? (2), therefore, implies that group- 
welfare is a rising (or increasing, if group-welfare is determinate) function 
of the individual welfares of the group. If there are n members of the group 
and, therefore, n quantities representing, each in their own units, n indi- 
vidual welfares, then the group-welfare has the characteristic that it rises 
for an increase of any of the n variables. 

We are now in a position to formulate an assumption that, when com- 


adopted and there are no other alternative policies, then, if some persons prefer A to B ahd 
none prefer B to A, it would follow that adoption of A is a ‘better’ policy than adoption of 
B. In this fantastic world assumptions (1) to (4) might allow some light to be thrown on 
welfare-policy. In a more realistic world it is sometimes possible to visualize a change fol- 
lowed by over-compensation of those who are made worse off by those who are made better 
off. If, however, over-compensation is possible it would be absurd, in any real world, to deny 
the possibility of under-compensation. It would, therefore, follow that the policy of choosing 
an alternative with over-compensation is no ‘better’ (i.e. has no ‘appreciable’ probability of 
being better) than the policy of random choice from all the alternatives (i.e. under-compensa- 
tion as well as over-compensation, including the policy of no change). 

1 See my article ‘The Determinateness of the Utility Function’, Z.J. 1939. 

® In my article ‘Uncertainty and the Utility Function’, Z.J. 1948, a part of the case for 
assuming utility to be determinate is shown to rest on the fact that individuals do order 
‘uncertain’ alternatives in a systematic manner, on the basis of utility and uncertainty alone. 
It is there argued that, given the continuous variability of utility and uncertainty, no such 
ordering would be possible unless both utility and uncertainty were quantitative. For the 
same reasons, since group-welfare is a function of n continuous individual welfare functions, 
where n is the number of members of the group, no function, determinate or indeterminate, 
is conceivable, showing the required variability, unless the individual welfare functions are 
determinate. 
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bined with (1), (2), and (3), makes a theory of welfare based on utility 


possible: 

(5) Any individual welfare variation, sufficient to give rise to preference, 
causes a greater (or ‘wider’, if group-welfare is indeterminate) varia- 
tion of growp-welfare than any individual welfare variation, sufficient 
only to give rise to indifference. 


This assumption is bound to be acceptable to most economists, including 
those of the preference-school, since it is implied by a much wider assump- 
tion that has gained very general acceptance, namely, that if some members 
of a group prefer A to B and the remainder are ‘v.different, group-welfare 
is higher with A than with B. 

Unfortunately, the latter assumption is suspect, owing to the non- 
transitiveness of indifference. My indifference to A and B does not imply 
that my welfare is the same with A and with B (see above). If, then, when 
one person prefers A to B, a sufficient number of persons are indifferent as 
between A and B, although in fact their welfares are higher with B than 
with A, the possibility cannot be ruled out that the welfare of the group is 
higher with B than with A. Axiom (5) is proof against this objection and 
cannot, in any case, be denied by economists of the new welfare-school, for 
whom the wider but illegitimate assumption is essencial.? 

We shall find that, with the help of (5), utility-data enable group-welfare 
relations between a pair of alternatives to be asserted when nothing can be 
asserted on the basis of (1) to (4), and, in addition, disallow the assertion, 
in some cases, of welfare-relations that are implied by (1) to (4). 

In the first place, if we have at least half the members of a group pre- 
ferring A to B and the remainder indifferent, then the group-welfare of A 
is higher than that of B, since the total ‘effect’ of the indifference of n 
persons in raising group-welfare must, by (5), be less than the total ‘effect’ 


1 A variation of an indeterminate variable from a to c is ‘wider’ than from a to }, if the 
order of a, b, c is abc. 

* Some economists, e.g. Little, have attempted to do without the concept of ‘indifference’ 
and to define ‘preference’ as choice, but, as I have suggested elsewhere (‘A Note on the 
Theory of Consumer’s Behaviour’, Oxford Economic Papers, Jan. 1950), without success. 
Axiom (5) implies an ultra- subjective approach, which must be meaningless for those who 
adopt a behaviourist standpoint. What I am assuming to be the test of welfare is discrimina- 
tion by the individual. If I am insensitive to a welfare-difference between A and B, then the 
welfare-difference really is, in an absolute sense, less than the welfare-difference between A 
and B that another person is able to appreciate. If, as seems possible, some living organisms, 
while choosing between alternatives in a behaviourist sense, are incapable of introspection 
and, therefore, of having ‘preferences’, then they do not suffer ‘welfare’, +ve or —ve; or, 
alternatively, the maximum range of welfare being below the threshold of discrimination, 
the welfare of such organisms can be ignored. In other words, individuals are, broadly speak- 
ing, as well off as they think they are. When, therefore, a preference or indifference is 
‘marginal’ (i.e. on the razor-edge between preference and indifference), a welfare-difference 
is implied that has the same significance, no matter who the individual may be who has the 
experience. 
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of the preference of n persons in raising group-welfare—each ‘indifference’ 
is over-compensated by a ‘preference’. 

In the second place, utility-data are in theory available that enable us 
to reach conclusions even when some persons prefer A to B and some prefer 
Bto A. Consider the two-person group a, 8, and let APB for « and BPA 
for 8. Let us suppose that there is a C for a such that APC and CPB, and 
let us suppose that there is a D for 8 such that AID and DIB. It follows 
from (5) that the situation A for a and f is a higher group-welfare than 
situation C for « combined with situation D for 8, and also that the latter 
combination is a higher group-welfare than situation B for « and 8. There- 
fore the group-welfare of A is higher than that of B. 

More generally, if m alternatives can be thought of for «, to form a 
preference-series, APC,, C, PC,,...,C,, PB, and n alternatives can be thought 
of for 8, to form an indifference-series, AJ D,, D, I D,,..., D, IB, the group- 
welfare of A is higher than that of B. Thus, for a two-person group, the 
group-welfare relation between a pair of alternatives is always discoverable 
from the utility-data, except when both persons are indifferent, or when 
the number of terms of a preference-series, connecting the two alternatives, 
for one person, cannot be made equal to the number of terms of an indiffer- 
ence-series, connecting the two alternatives, for the other person. 

The process of deriving the group-welfare relation between two alterna- 
tives, given the utility-data, is simplified by the use of the twin concepts 
of ‘marginal preference’ «nd ‘marginal indifference’. These concepts 
readily emerge when we consider more precisely the implications of our 
four assumptions. Since, between two alternatives, A and B, APB or 
BPA or AIB must hold for an individual, and, since group-welfare rises 
with increase of individual welfare, there must be a minimum individual 
welfare-difference, consistent with preference, for each and every member 
of the group, and this minimum individual welfare-difference must, for 
every member, give rise to the same group-welfare relation. If we use the 
same number, e.g. unity, as a measure for this minimum welfare-difference 
for all individuals, a group-welfare function emerges having the simple 
characteristic that the same group-welfare variation results from any given 
individual welfare variation. In other words, group-welfare variation is a 
rising function of the sum of individual welfare variations. 

Let us call the above preference a ‘marginal preference’ ; then a ‘marginal 
indifference’ is also implied, corresponding to the greatest individual 
welfare-difference consistent with indifference. If we use 1 to measure the 
welfare-difference, given by a ‘marginal preference’, then 1 (in the sense 
of the upper limit of z < 1) is the measure of the welfare-difference, given 
by a ‘marginal indifference’. If, now, we have a given preference, APB, 
we can resolve this into a series of marginal preferences, P,, with or 
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without an indifference-remainder, i.e. AP, C,, C, P,, C,,..., C,, IB, or, alter- 
natively, into a similar series of marginal indifferences, J,,, of the same 
number of terms (the asymmetrical marginal indifference relation being 
taken always in the same direction, i.e. C, I, C,, but not C,,, I,, C,). The 
welfare-difference between A and Bis, therefore, > and < (n+1). For 
every member of the group a welfare-difference between A and B can thus 
be discovered from the utility-data, being +-ve between two integers for 
those*who prefer A to B, —ve between two integers for those who prefer 
B to A, while for those who are indifferent between A and B we know that 
the welfare-difference is, in each case, less than unity. By summation,! the 
welfare-difference between A and B (i.e. welfare of A minus welfare of B) 
is either at least +-ve (in which case the group-welfare of A is the higher), 
or at most —ve (in which case the group-welfare of B is the higher), or lies 
within a range including 0 (in which case the group-welfare relation is not 
determined). 

If now we have a set of alternatives, it follows that these alternatives 
can be classified by the group-welfare relations that can in theory be dis- 
covered from the utility-data, in such a way as to enable a class to be 
selected for rejection tuat is revealed to be of lower welfare than some one 
alternative. Furthermore, this class will, in general, be a large selection 
from all the alternatives. A welfare-policy that is not necessarily trivial 
has emerged.’ 








IV 


Although it is satisfactory to have reached the conclusion that signi- 
ficant welfare-propositions can emerge on the basis of assumptions (1), (2), 
(3), and (5), in contrast to the absence of any such conclusions on the usual 
assumptions, a really satisfactory theory requires a good deal more, namely, 
that the selected class, i.e. the alternatives that remain after rejection, 
should also have the characteristic that any choice from this class is virtu- 
ally as good as any other. 


1 That a marginal preference indicates the same welfere-difference, independently of the 
person exercising the preference, may be proved shortly as follows. A marginal preference 
of any person has a greater effect on group-welfare than a marginal indifference (in the same 
direction) of the same or any other person by assumption (5). But a marginel preference is 
adjacent, for any given person, to a marginal indifference (in the sense that either is the 
boundary of the other). If, therefore, a marginal preference of one person has a greater effec. 
on group-welfare than a marginal preference of another person, then the former’s marginal 
indifference cannot have a smaller effect. But this would contradict assumption (5). There- 
fore, a marginal preference of one person must have the same effect on group-welfare as 4 
marginal preference of any other member of the group. 

If we assume that a variation of group-welfare is a function of individual welfare variation 
(a view that is questionable only on equity grounds to be considered later), it follows that 
@ marginal preference implies an individual welfare difference that is independent of the 
individual. In other words, inter-personal comparisons of welfare variation are logically 
implied by assumptions that economists do not seem to question. 
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If we are prepared to accept assumption (5) I see no reason why we 
should not make a further assumption, as follows: 


(6) If, in a group, there is a variation of the situation of one individual, 
within the limits of his indifference, then the variation of group-welfare 
is trivial. 

With this assumption we have all that is needed to satisfy the above 
requirements, and it is an assumption, curiously enough, that even prefer- 
ance-theorists could hardly deny, since for them a variation within the 
limits of indifference gives no variation of group-welfare at all. 

Assumption (6) implies, of course, that group-welfare is determinate (a 
conclusion that is not warranted by (1), (2), (3), and (5) alone), for, since 
group-welfare can vary within the limits of indifference, we are now assert- 
ing that that variation is small as compared with other variations and is, 
in fact, small in an absolute sense. 

If group-welfare is determinate, the problem of policy becomes the 
problem of choosing an alternative not because it is greater than other 
alternatives but because it is significantly greater. In other words, if A is 
the alternative of greatest welfare within a set, there is no point in separat- 
ing it from all those alternatives that are of smaller welfare to a trivial 
extent. Now if the effect of indifference on group-welfare is trivial, so also 
is the effect of ‘marginal preference’ (which is the ‘limit’ of a ‘marginal 
indifference’). The conclusion follows that the welfare-differences between 
the members of the selected class are trivial. 

If the welfare-differences between the members of such a class are trivial, 
that alone is not sufficient to prove that the choice of a member of this 
class is significant. It is also necessary that some alternatives outside this 
class should differ significantly in welfare from a member of the selected 
class. Now it is implied by (6) that some preferences are significant—it is, 
indeed, the clear significance of some of our prefsrences that makes the 
assumption that irdifferences are trivial axiomatic. Clearly, the preferences 
for A over B by the members of a group often are significant and, when 
they are, significant welfare-differences can be generated. When, however, 
the preferences are trivial, it is not surprising if welfare-differences also are 
trivial and that the only welfare-proposition to emerge is that it matters 
not what choice is made.! 

The fact that it is possible on the basis of utility-data that are, in theory, 
available, to assert how a group should behave in pursuit of welfare, no 
matter what the alternatives may be and no matter how preferences are 


1 Perhaps the most serious criticism of a welfare-theory that did succeed in emerging on 
the lines that have recently been tried by preference-theorists would be the absence of any 
test for distinguishing between significant and trivial welfare-propositions. 
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cal difficulty of assembling the utility-data. Fortunately the facts of 
preference come to our aid in a way that has not yet been considered, 
Preferences do, in fact, vary in strength and an individual has no difficulty 
whatever in distinguishing between a strong and a weak preference. More- 
over, some approximation to a preference that is strictly marginal can be 
discovered by direct introspection ; what is just perceptible is revealed to 
the individual directly and an individual is aware of preferences that are 
just perceptible as such. Furthermore, non-marginal preferences are clearly 
distinguishable as varying from weak to strong. If, then, we take the two- 
person group, a, 8, with a preferring A to B, and f preferring B to A, the 
utility-data required for solving the group-welfare comparison are, in point 
of fact, given with the preference-data, since both « and f are aware of the 
strengths of their preferences. So long as the unit in which a and 8 measure 
their preferences is the same, the problem is solved, and the use of the same 
unit is ensured if both parties use the same number to describe the prefer- 
ence-strength of a ‘just perceptible preference’. 

Of course, in practice, the measurements made cannot but be rough-and- 
ready. There is no clean knife-edge of just perceptible preference—prefer- 
ence passes into indifference through a thin margin of what may be called 
hesitant preference. In comparing one preference with another, an indi- 
vidual is rarely able to say more than that they are roughly the same, or 
that one is at least twice or not more than three times as great as the other. 
There is, it must be admitted, even a likelihood of inconsistencies, if an 
individual is pressed to quantify his preferences with any accuracy. Such 
considerations serve only to reinforce the approach to welfare-theory we 
are recommending. The range of variation of preference-strength is so 
great, the difference between a barely perceptible preference and an over- 
powering preference so enormous, that any alternatives that merit policy- 
consideration will still give rise to a selected class in the way described 
above, even ifevery measurement is given as a quantity with a large + tail. 
Greater accuracy would indeed be objectionable, for the simple reason that 
what is important can only be what is clearly discriminated by an indi- 
vidual. If every member of a community weakly prefers A to B, then A is 
better than B only to a trivial degree and the proposition is of no signi- 
ficance for policy; but if one member of the community has an over- 
powering preference for B when the remainder weakly prefer A then B is 
significantly better than A and the discovery is important for the policy- 
maker. 
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Unfortunately I find it necessary to register a doubt about assumption 
(5). This doubt arises from a belief (admittedly incapable of proof) that 
individual welfare is fully determinate in the sense that one individual may 
have absolutely more of it than another.? If and when there is considerable 
disparity between the individual welfares of two persons, it does not seem 
to me axiomatic that a preference of the individual with the greater welfare 
necessarily has more effect on group-welfare than an indifference of the 
individual with the smaller welfare; or, to put the point differently, a 
maximum sum of individual welfares, defined in our way may yet not 
maximize group-welfare owing to a distribution of these welfares that I 
would call inequitable. 

This consideration would be fatal to any welfare-theory based on utility- 
data if they throw no light on the relative magnitudes of individual welfares. 
Our assumptions would be useless for the discovery of group-welfare rela- 
tions, except in the one case where everyone prefers A to B. 

Fortunately it is possible to make an assumption that seems, on the face 
of it, reasonable ; an assumption that restores the position sufficiently for 
an adequate welfare-theory to survive. There can be little doubt that an 
individual, apart from his attitude of preference or indifference to a pair of 
alternatives, may also desire an alternative not in the sense of preferring 
it to some other alternative, or may have an aversion towards it not in the 
sense of contra-preferring it to some other alternative. There seem to be 
pleasant situations that are intrinsically desirable and painful situations 
that are intrinsically repugnant. It does not seem unreasonable to postu- 
late that welfare is +-ve im the former case and —ve in the latter. If this 
be allowed, if we assume that every individual can think of situations of 
+ve welfare and others of —ve welfare, the comparability of individual 
welfares is established, even if the measuring-rod is somewhat clumsy. If, 
for example, A is an alternative of +-ve welfare and B of —ve welfare for 
& given person and his preference for A over B is n (in terms of marginal 
preference), then, if the individual welfare-difference corresponding to a 
marginal preference is taken as 1, the individual welfare of A is +ve and 
<n, and of Bis —ve and > —n. The limits within which welfare lies for 
any alternative is thus determined, and can be minimized by selecting two 
alternatives of the required kind that make n as small as possible. 

1 For the purpose of welfare-economics, in a limited sense, the considerations of this 
section can be ignored. Once we have succeeded in comparing the welfare of one person with 
that of another, we may regard the problem of establishing the possibility of welfare- 
economics as solved, since it may be claimed that welfare-economics should be concerned 
only with the problem of maximizing the sum of individual welfares. 

* T am aware of great differences in my own welfare from time to time and I see no reason 


why much of my life could not be spent in a condition either of low welfare or of high welfare. 
4520.3 T 
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The degree of comparability of individual welfares that the above data 


supply might be inadequate for our purpose but for one obvious considera- 
tion. The only reason for our requiring a comparison of individual welfares 
is the suspicion, on grounds of equity, that if the welfare of one individual 
is considerably greater than that of another we are no longer justified in 
assuming that a preference of the better-off individual necessarily over- 
weighs an indifference of the worse-off, and it seems a reasonable assumption 
that this compensation-failure only becomes appreciable when welfare- 
differences are considerable. But surely all that can be meant by ‘consider- 
able’ in this connexion is at most that welfare-difference which exists 
between a minimum desire and a minimum aversion that constitutes our 
crude unit of comparison. 


VI 


In conclusion some reference should be made to a matter on which this 
discussion has an important bearing, namely, welfare-measurements of the 
national income. The welfare-theory that we have outlined makes it 
possible to compare roughly any two national incomes in the group-welfare 
sense, given full utility-data (on the usual assumption that the group is 
psychologically constant and income is consumed). If we neglect the 
equity-consideration and drop assumption (6), preference-data (without 
any assumption as to absolute utility or absolute individual welfare) enable 
any two national incomes of a given group to be compared with some pre- 
cision in terms of a sum of individual welfares. 

On the usual assumptions (1, 2, 3, and 4) comparisons are, of course, 
impossible with rare exceptions and then only in an indeterminate sense. 
Nevertheless, a way rovad this impasse has been suggested by preference- 
theorists. A national income can be regarded as a class of potentialities 
(e.g. all the ways in which as an aggregat© of goods these may be distributed 
or all the alternative productions that are in theory possible with the same 
resources or alternative productions and distributions limited to those that 
are feasible, &c.). Unfortunately any method of classifying these potentiali- 
ties on the basis of utility-data, that makes any pair of national incomes 
comparable (e.g. the methods first suggested by Kaldor and Hicks, and 
since abandoned), give rise to inconsistencies (as pointed out by Scitovszky), 
each of two national incomes being greater than the other in certain cases, 
while methods that avoid inconsistencies cannot be generalized so as to 
make any two national incomes comparable.! Despite these objections— 
and they are serious enough—there is, it seems to me, an even more funda- 
mental objection to this kind of approach. Let us suppose that we have 


1 See P. A. Samuelson, ‘Evaluation of Real National Income’, Oxford Economic Papers, 
Jan. 1950, for the latest discussion of this topic and references to the literature. 
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two national incomes, I and JI, and that for every distribution of I we can 
prove (using assumptions | to 4) that there is a distribution of II that makes 
some persons better off and none worse off. Can we regard this as establish- 
ing a significant relationship, as required by this school of thought ? Surely 
it would be significant only if it were theoretically possible to know which 
of the distributions of IT is, in fact, the best. This, however, cannot, even 
in theory, be known. But in the absence of such knowledge, II is in no 
sense a ‘better’ income for the community than I, since, even if we were 
given the choice and therefore the necessity of selecting a particular dis- 
tribution, there would be no way of making a choice from IT that is even 
‘probably better’ than a choice from I.1 It would seem to follow that 
potential welfare definitions of national income, based on the utility-data 
that are available on assumptions (1) to (4), are useless, and that welfare- 
definitions of national income can emerge only if the more realistic assump- 
tions I have suggested are made. 

It must, however, be recognized that recent theoretical work on national 
income measurements (in particular that of Hicks, Kuznets, Little) has 
had, as its object, to find a welfare-measure that is based on price-quantity 
data alone, i.e. it is an attempt to use only those utility-data that are 
implied by the system of prices and quantities. From such data much can 
emerge as to the preferences and indifferences of the members of the group, 
but nothing as to the strengths of individual preferences, measured in the 
way our assumptions require. If all that is given for two national incomes 
(even with markets perfect) are the price-quantity data in the two situa- 
tions, we can suggest no better way of comparing such incomes than those 
proposed on the basis of preference-theory, but that is not to agree that 
any useful purpose is achieved by such attempts. If we are to compare 
two national incomes in a significant manner we need to know to what 
extent each individual is better off with one or the other and therefore how 
much each prefers his share of the one to his share of the other. Inter- 
personal utility comparisons are just as necessary for real national income 
evaluations as they are for determination of policy. 

? Even in the case of 2n alternatives, n of which are better, ‘one-to-one’ than the remain- 


ing n, it is not an appreciably ‘better’ policy to choose from the ‘better’ class, merely on the 
ground of these welfare relationships. 
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THE GROWTH OF INDUSTRY ON TRADING ESTATES, 
1920-39, WITH SPECIAL REFERENCE TO SLOUGH 
TRADING ESTATE! 


By G. R. ALLEN 


I 


Tue industrial trading estate is a product of the inter-war period. It is 
well known that it had an important influence on the growth and location 
of new enterprise, but little systematic study has been made of the econo- 
mic aspects of trading estates. The purpose of this paper is to deal with 
some features of this development with special reference to the estate at 
Slough, in Buckinghamshire. In more detail the paper mainly relates to 
the development of new types of manufacturing enterprise (often described 
in the 1930’s as ‘modern, light industries’) and to the rates of failure of 
firms in the process of this development. 

The main features of a trading estate are: (1) control by one central 
authority, sometimes a private firm, sometimes a public or semi-public 
authority, of an area of land to be used exclusively as sites for factories 
and sufficient in size to hold a large number of firms ; (2) erection of factories, 
usually of a standard design although of varying sizes and often built in 
‘advance of demand’® by the central authority to be leased, not sold, to 


1 The assistance I have received in collecting the material and presenting it in this paper 
is great. Mr. F. M. Page, secretary of Welwyn Garden City Ltd., gave me much of his time, 
and allowed me access to records. Mr. M. P. Fogarty, of Nuffield College, had already col- 
lected information on trading estates when I began my work, and this he made readily 
available to me. This is not my only debt to him. Mr. P. W. 8. Andrews, also of Nuffield 
College, has been actively interested in my research since I began it: many discussions with 
him and, in particular, his comments on an earlier draft of this paper are embodied therein. 

Above all, I am indebted to Slough Estates Ltd. and to many of the Company’s staff, 
especially to Mr. L. P. Worthy and Mr. C. W. Fairall. The help I received on many visits to 
Slough was always most friendly and generous. Any contribution this paper may make to 
our knowledge of industrial organization is very largely the result of the co-operation of 
Slough Estates Ltd. 

Very many other people suffered much from my curiosity and supplied me with informa- 
tion. Those who helped most include: Miss P. Gaskell and Messrs. R. L. Davies, J. Ilett, 
L. Mason, and 8. R. Raffan of the Board of Trade; Miss V. A. George and Mr. F. Wynn 
Jones of the Ministry of Labour; Dr. E. R. Roper-Power; and Messrs. J. H. Pentney, 
E. Havers, and M. G. Cooper of British Railways (Mr. Havers’s and Mr. Cooper’s continued 
good offices secured me many interviews with industrialists at Slough). 

Finally, my thanks are due to the Rector and Fellows of Exeter College, Oxford, who 
awarded me an Amelia Jackson Senior Studentship in 1948, and to the Trustees of te 
Houblon-Norman Fund. Their financial assistance made this study possible. 

* To my knowledge, the only extensive published work by an economist is that of Mr. 
Fogarty. There has been much published material from town-planners. 

® Some factories would be built without there being any specifically arranged tenancies of 
them. The estate company would then be able to offer a prospective tenant immediate 
occupation. This would be a real advantage, as will be evident later. 
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manufacturers ; (3) provision of facilities by the central authority to be 
purchased by the tenants. Services available would always include gas, 
water, and electricity, and, on some estates railway sidings to individual 
factories and a piped supply of steam for manufacturing processes. Thus 
the aims of an estate are to enable a business man to hire on an extensive 
scale factors of production which otherwise he would need to purchase out 
of capital and to permit him to sct up or expand his factories more rapidly 
than if he had to build for himself. The main activity which characterizes 
a trading estate is, therefore, offering factories for renting. Provision of 
other services is not so essential and, in fact, some pre-war estates did not 
provide all of them. 

An approximate estimate of the total employment on estates with rental 
facilities in September 1939 (excluding Dagenham Dock Estate) would be 
45,000-50,000.2 The Slough Estate would account for some 60 per cent. 
of employment on all estates at this date. Location of industry policy 
since 1945 has resulted in a large increase in the number of estates of the 
Slough model. 

II 


We can expect trading-estate facilities to influence industrial develop- 
ment in two interrelated ways: (1) by providing capital, and (2) by altering 
the relationship between paying-out and postponable costs. 

Obviously the ability to rent a factory and to hire other estate facilities 
reduces the amount of capital which a business man requires before he can 
start a new enterprise or extend his existing enterprise, either on the same 
site or in a new district.* The testimony of the Macmillan Report suggests 
that for many years before 1931 there had been a lack of long-term capital 
for small firms (those requiring less than £200,000 in capital) and the setting- 
up of a government-sponsored finance corporation in 1946 to provide such 
credit.indicates that the ‘gap’ was not thought to have been closed in the 
1930’s.4 The trading estate has, however, provided indirectly part of the 
credit required by small firms and has thus helped to close the Macmillan 
gap. It is appropriate to consider, therefore, whether such provision has 
had any special influence on the growth of industry on the trading estate. 


1 Bome notes on these estates will be found in Appendix I. 

® Based on statistics in Appendix I. 

* The existence of mortgage and hire-purchase facilities reduce the significance of this 
remark to some extent, because such credit also reduces capital requirements. A pre-war 
advertisement for a factory on an estate in North London suggests that at least one estate 
company charged an annual rent equivalent to 10 per cent. of purchase price, for a factory 
leased for 21 years, with option to terminate the contract at 10 or 14 years. 

* Mr. Andrews suggests that taxation policy in recent years may have tended to increase 
the gap by (a) the increase in the standard rate of tax, (b) the liability for sur tax being kept 
at the old income level despite rises in prices, (c) changes in the way of assessing director-con- 
trolled businesses both for income-tax and death duties, and (d) related to the foregoing, the 
fall in the real income of the rentier class. 
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Such influence can occur in two ways. Firstly, the trading estate may 
enable a firm to start or to expand when otherwise this would not have 
been possible. Secondly, which is perhaps the more important, a firm on 
an estate can start sooner or expand more rapidly than would be possible 
if it were required to own all of its land and capital equipment ; and, per- 
haps, since the firm’s own capital is in a more liquid form, location on an 
estate increases future saving facilities. 

This more rapid development may be significant since it means that a 
firm can get into producvion more quickly.1 In this, there is not only the 
obvious cost aspect, but also an important reduction of risk because the 
amount of time required to reach a given level of output will be shorter.* 
(The greater ease of growth may not, of course, be an unmixed blessing 
if it encourages businessmen to be unduly venturesome!) 

A business man wishing to start on a trading estate has only to prove 
his creditworthyness for the debts he is likely to incur with the estate 
company in the relatively near future. If he were to try to obtain capital 
to buy the goods which he rents or hires from the estate company he would 
certainly be subject to a more rigorous examination and, perhaps, to 
participation in the control of his business by his creditors. Then, even 
if he has the necessary capital to make a beginning, there will be less 
limitation on his immediate growth if he settles on a trading estate because 
he will be able to use capital for, say, sales development which would 
otherwise be locked up in the building or, to use an example quoted 
frequently by estate companies, because he will not have to use part of 
his capital to earmark land adjacent to his factory for future oxpansion, 
as on the estate he will be able to move to a larger factory much more 
easily than he would if he were not on a trading estate.‘ 

Some of these points can be illustrated by considering the case of firms 
forced into Great Britain as a result of the tariffs imposed in the early 
1930’s. In the first place, although such firms already had an established 
market in the country, there would be some risk that actual operation of 

1 This may seem an insignificant point, because pre-war a medium-size factory could be 
built in less than three months, but evidence from various trade journals supports it. See 
later, p. 276, n. 1. 

2 A previous footnote has suggested that in some respects a mortgage arrangement offers 
the same advantages as renting facilities. But to the extent that it leaves a business saddled 
with a more permanent debt it will have a different influence in respect to risk than will a 
rent agreement, especially as most estate companies gave tenants legal options to terminate 
leases within the full currency of contracts. 

* This statement is based partly on Sir Noel Mobbs’s evidence to the Royal C>mmission 
on the Geographical Distribution of the Industrial Population (referred to hereafter as the 
Barlow Commission), partly on accounts of trading-estates in various technical publications, 
and partly on the testimony of trading-estate administrators. 

* Most trading estates allowed their tenants to exchange a lease for that of another 


factory, and in most cases allowed firms to have an option on land adjacent to their factories 
for a considerable period. 
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the manufacturing side of the business there would be unsuccessful. In 
this case the possibility of locking up capital in a building, which subse- 
quently might be difficult to sell without loss, would be a deterrent which 
would be avoided by renting a factory on an estate. It is true that if a 
firm could operate successfully in an estate factory which would normally 
be of a standard design the risk involved in building such a factory for 
itself would be lessened because its asset would not be specific to its own 
modes of operation. But the other risk would remain that at the time when 
the factory came to be sold there would be no buyer at the required price. 
It would be less costly to throw in a lease on a trading estate.1 Secondly, 
apart from any questions of risk, an immigrant firm would wish to get into 
production as quickly as possible so as not to lose any of its existing 
market. It is true that it could maintain this market by continuing to 
supply it from the factory abroad, but then the firm would have to bear, 
as a sales cost, some part of the tariff. The trading estate obviously has 
an attraction to such a firm. Moreover, there would be the advantage that 
an estate would be an already developed industrial area where the firm 
would be able to find the services it would need, and also the labour supply, 
and that these services would be obtainable through one central authority. 

Similarly, a trading estate is a suitable place for a firm to establish a 
temporary branch to meet a sudden increase in demand. Although I do 
not deal with this point later, there is some evidence that it was relevant 
in the case of the Slough Estate, especially among those firms which had 
a parent plant there. It should be noted that an estate company would let 
factories on short leases, if the supply of factories at current prices were 
temporarily in excess of demand, and the speculative element in develop- 
ment often resulted in such an excess. 


IiI 


The question is whether these factors I have been noting are significant. 
This would seem to be so from the very growth of trading estates before 
the war. Certainly the various public and semi-public development 
organizations which were seeking to rehabilitate depressed industrial areas 
thought of the trading estate as a means of doing this.? A study of the 
advertisement brochures of the pre-war government-sponsored trading 
estates in the Special Areas supports the view that the suggestions I have 
made are not merely academic sophistications.? Perhaps the most 


1 Leases of trading-estate factories were usually for 21 years, with the option for the 
tenants to terminate them at specified intermediate dates, usually at 3 and 7 years, on the 
payment of a ‘fine’, often one-quarter’s rent. Also an estate company would often try to 
relet a factory for an outgoing tenant, so as to reduce the liability of the firm. An estate 
company would be in a more favourable position for doing this than an individual firm. 

2 See also, M. P. Fogarty, Plan your own Industries. 

* But see my remarks on pp. 281-283. 
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convincing evidence is provided by the experience of the growth of 
the industrial section of Welwyn Garden City. 

Construction of Welwyn Garden City began after the First World War. 
At first progress was slow, partly because of the difficulty of attracting 
manufacturing industry to the town. Late in 1927 the company develop- 
ing the town decided to build factories for firms to rent whereas, previously, 
all factories had been built and owned by industry. The new policy pro- 
duced a very rapid change in the rate of inflow of firms, which is shown 
in the following table.* 


TABLE I 
No. of Manufacturing Firms arriving at Welwyn Garden City* 











No. of firms 

Owning Renting 

Period Total buildings | buildings 
1922-8 . . 4 4 Ae 
1929. ° 17 3 17 
1930. * 5 1 4 
1981 . . 5 yi 5 
1932. . 9 3 6 
1933. . ll 1 10 
1934-8 . ‘ 50 3 47 














Finally, we may note the results of a survey carried out in 1935 and 
published in the journal, Business, in December 1935. By means of postal 
questionnaires an attempt was made to find out what had been the main 


1 See the evidence submitted to the Departmental Committee on Garden Cities, 
November 1932, and to the Barlow Commission by the Welwyn Garden City Company. 

The advantage which a trading estate provides in enabling a firm to get into production 
quickly applies, although not to the same degree, to other areas where there are empty 
factories of such design that firms can readily adapt them for their own use. The recovery 
of Lancashire in the 1930’s is to be explained partly by the availability of empty mills, 
suitable for use by other industries. 

The journal Business published a series of articles summarizing interviews with business 
men in the 1930’s. The following quotations support the view that available factories could, 
at least for some firms, be important in influencing choice of location. 

‘We tried to find a suitable building in the South before we came to Darwen. We wanted 
to start quickly and a standing building was essential.’ Lancashire Silk Mills Ltd., Business, 
April 1935. 

‘Our parent company was already in Manchester: that was the main reason why we came 
here. But next to that we place the fact that here there was a big, suitable building, already 
standing.’ Universal Products Ltd. Business, April 1935. 

“We needed a standing factory, and had not the time to build.’ A biscuit manufacturing 
firm, which had begun production on Tyneside in 1933. Business, January 1936. 

D. H. Smith in The Industries of Greater London, 1933, gave availability of a standing 
factory as the reason why one of four firms recently established in Southgate had moved 
into the area. 

* The majority of the data for this table was obtained from the records of the Welwyn 
Garden City Company by Mr. Fogarty. I have made a few adjustments to his data based 
partly on my study of the same records. 
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reason for choice of a particular location by those firms which had been 
recorded as opening a factory in a new location in the previous two years 
by the annual Surveys of Industrial Development published by the Board 
of Trade. Admittedly the results of the inquiry are not satisfactory for 
many purposes. Particularly, it suffers from a failure to distinguish 
adequately, in the questions asked, between inter- and intra-regional 
factors influencing location, and any attempt to determine the most 
important factor is accordingly meaningless. Also the use of the Board of 
Trade Survey to indicate the names of firms to whom questionnaires 
should be sent has the disadvantage of excluding all firms employing less 
than 25 workers. (One should add that there was, perhaps, no other suit- 
able source.) Despite these defects, however, the results of the inquiry 
lend support to the arguments above. Some 27 per cent. of the answers 
recorded the need to be close to the market as being the main determinant 
of location ; 23 per cent. listed the ability to rent buildings as being the 
most important factor. Eight other possible reasons were listed, but none 
approached in significance the two mentioned. 


IV 

One is justified, then, in maintaining that the special facilities provided 
on a trading estate, and especially the renting facilities, do contribute to 
the development of industry in the area concerned.? We should expect 
there to be special features in this development, of which the following 

may be some. 
1. There would be a greater rate of setting up of new firms. The greater 
ease of obtaining capital would suggest this. This would, of course, 

be related to (3) below. 


1 The implicit contrasting of these two factors illustrates the confusion between inter- and 
intra-regional factors, referred to previously. Professor Jones, as a member of the Barlow 
Commission, brought out the distinction in his questioning of a witness from the Board of 
Trade. But the point seems generally to have been overlooked in many discussions of 
location of industry policy. All factors affecting location cannot be treated on the same 
plane ; certainly they should not be treated as competing influences. In the present context, 
while it is true that proximity to the market (or the size of regional income) might decide in 
which area a firm would seek to locate its factory, trading-estate facilities would be a very 
important factor in deciding the actual choice of location within the already determined area. 
It is likely, therefore, that the result above does not reflect very accurately the significance 
of trading estates as a locational factor. (Here I would record that any attempt to analyse 
the factors influencing location without reference to regional income flows, regional supplies 
of savings, regional marginal efficiencies of capital and so on is a very imperfect analysis. 
But such is very often current practice.) 

® Mr. Andrews has suggested that a trading estate may have another advantage; it pro- 
vides for the business man a milieu where he can mix with other ‘young’ entrepreneurs. It 
is true that at Slough new firms have been started by enterprise supplied jointly by firms 
already established, but there is no means of assessing whether this has occurred to a greater 
extent on the Slough estate than elsewhere or whether it needs a different explanation than 
that implicit in the earlier discussion of this paper. Certainly, I have never heard the satis- 
factions of an entrepreneurial gregarious urge (in this context) advanced as a specific 
advantage of a trading estate. 
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2. There would be a higher rate of failure of firms than is found in most 
non-estate industrial areas. This would be partly because the greater 
ease of starting a firm on an estate would encourage a greater rela- 
tive proportion of firms whose prospects of success were low ; similarly 
the smaller long-term commitments involved by starting on an 
estate and the ease with which those incurred could be shed would 
operate to increase the ‘mortality’ rate. 

3. Firms would be relatively small. This seems to follow from what has 
already been said about the Macmillan gap. (The point is not con- 
sidered later.) 

4. A relatively large number of firms would show a rate of expansion 
which would be higher than would be found on the average ix non- 
trading estate areas. 


V 


It will be the purpose of the detailed study which follows of the growth 
of industry at Slough Trading Estate to throw light on these points. But 
before describing the results of this study one must consider the effect of 
the relationship between paying-out and postponable costs. 

The relative ease of obtaining certain capital would seem to make 
industry more volatile on a trading estate than elsewhere. This also 
happens through the indirect influence of these facilities. Tue business 
man on a trading estate obtains some part of his capital at the price of 
being required to meet a quarterly rent payment. This cost must be met 
as it is incurred. However, if he has borrowed this capital by a normal 
method, or, if he has ‘borrowed’ it from himself, the interest charge may, 
if necessary, be deferred. For example, a business man with a good supply 
of capital of his own, part of which he has used to buy his factory, can be 
content in the short run with no return on that capital and, further, he 
can temporarily cease to amortise his capital or meet depreciation charges. 
But if he rents his factory these charges are all included in his rent and 
cannot be avoided. 

In theory, then, the trading estate makes it easier for a business to be 
established or to be expanded, but, at the same time, increases the diffi- 
culties of overriding temporary adversity. In practice, is this fact im- 
portant? For the established business I think not. This is the impression 
I have formed from talks with business men on trading estates. Further, 
information which I have received from five firms on estates shows that 
in the 1930’s the total rent charge was never more than | per cent. of the 
value of their gross output (Census of Production definition). 


1 Special care is needed in interpreting such a result, if it is found to occur. It is considered 
in the general conclusions of this paper. 
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But the case is different for the new (small) firm. If it lacks capital, it 
will have no reserves to carry it through temporary difficulties. Its start 
will be eased because in the short period it has relatively high postponable 
costs—many functions will be carried out by owner-managers who are 
content with small returns for a time. But herein lies the rub. A cost, which 
to an established business, able and intending to pursue a long run price- 
output policy, is an almost insignificant part of total costs, will be a very 
significant item for a new firm with limited resources. For the new firm 
the rent payment will be an important part of the paying-out costs which 
must be met in the short run. Thus the new firm on the trading estate will 
be much more vulnerable to difficulties in developing its business than 
would be a similar firm which has been able to start elsewhere in a factory 
owned by itself. 

The argument is supported by the practice of trading estates to allow 
reduced payments of rent in the earlier years of a firm’s tenancy, payment 
of the rest of the rent being made in later years. Such arrangements were 
often stressed as advantages of taking a factory on an estate before the war, 
and I doubt if estate managements would waste advertising space to no 
purpose. Yet, the reductions in rent were usually small. For example, 
one estate often allowed on a rent of £160 a deferment of £40 in the first 
year and £20 in the second year. 

The foregoing remarks would have little value if it could be shown that 
trading-estate managers consistently allowed their tenants extended credit 
to cover rent payments. Although it sometimes happened, one would not 
expect such credit to be granted frequently and certainly not on a long- 
run basis. Such a policy would be justified only where the estate had a 
number of empty factories which it could not expect to fill in the near 
future. Then the choice is between less rent now or empty factories. But 
this was not the usual experience for those estates established in the inter- 
war period, except, perhaps, for those in the Special Areas.* 

If the estate company can expect normal growth (i.e. that new tenants 
will continue to come forward at the same rate as they have in the past) 
there are other considerations. If the tenant has to be allowed to defer 
the payment of his rent this may mean that his chances of developing a 
successful business are small, for the inability to pay his rent may indicate 
inefficiency. Thus the estate company will be taking a risk of total loss 
of rent for a factory which could be let to another tenant. Further, as an 
estate company hopes to obtain part of its business from the expansion of 
firms already on the estate, it will not wish to keep a tenant whose chances 


1 Where an estate company allowed a reduction of rent for a factory it would ensure that 
legal arrangements were such that it could quickly annul the recontract. Thus, it would be 
able to take advantage of any chance to relet the factory at full rent. 
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of expausion are virtually nil, if there is an alternative customer. But 
more than that, the estate company obtains part of its revenue from the 
provision of other services, such as supplying electricity or process steam. 
A firm that cannot afford to pay its rent may be working at less than full 
capacity with a reduced demand for the services provided by the estate. 
Clearly it will be in the interest of the estate company to get a more 
prosperous tenant, with better prospects of long-run growth. 


VI 


There is no need to say much about the rapid growth of Slough during 
the period between the two world wars. The facts are fully documented. 
Let it suffice to say that the numbers of workers registered at the Slough 
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Fic. 1. Index Numbers from Table Ii. 


Employment Exchange increased almost fivefold between 1923 and 1939.1 
Not all of the workers will have been employed on the estate (perhaps 
60 per cent. of all industrial workers in Slough were on the estate in 
1939), but there is no doubt that the impetus to growth came from the 
estate. 

Table II and Fig. 1 show the material which illustrates the growth of 
the Slough estate.2 There are two sets of comparisons to be made ; between 
series (1) and (2), and between series (3) and (4). 

The comparison of the rent bill index with Professor Bowen’s series 
gives a fair measure of the relative growth of industry on the estate and 


1 This estimate is based on Ministry of Labour statistics which, despite their well-known 
limitations, do not give an erroneous picture here. 

* For details of statistics on which parts of Table II and subsequent information on the 
Slough estate are based, see Appendix II. 
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in the United Kingdom as a whole. There is one imperfection in the rent 
bill index: it does not include the effects of extensions completed during 
the year. This omission should not change the index significantly, except 


TABLE II 


Index Numbers of Series relating to Growth of the Slough Trading 
Estate (1929 = 100) 





1920 | 1921 | 1922 | 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 





1. Rent bill of new arri- 
vals at Slough estate 
during year. me ie 54 | 64 | 49 | 59 | 17 | 57 | 147 | 100 

2. Value of output of 
factory er in 
U.K. ‘é Sy eh “s ue 91 88 96 79 98 | 100 

3. No. of firms arriving 
at Slough estate dur- 


ing year . . 13 30 13 44 61 52 4d 70 126 100 
4. New enterprises regis- 
tered in U.K. . - | 105 3 36 27 33 15 36 48 153 100 


5. Factory space occu- 
pied on Slough estate 





1930 | 1931 | 1932 | 1933 | 1934 | 1935 | 1936 | 1937 | 1938 | 1939 





1, Rent bill of new arri- 
vals at Slough estate 
during year . 27 82 83 63 52 74 79 79 114 54 

2. Value Of output of 


factory papecres in 
U.K. 


3. No. of firms arriving 
at Slough estate dur- 


108 83 51 59 72 123 | 154 | 208 | 192 | 162 






































ing year . 3 52 | 113 | 109 | 83 | 91 96 | 165 | 165 | 161 | 139 
4. New pg: ig regis 

tered in U.K. 12 9 6 
5. Factory space occu- 

pied on Slough estate és oe 83 *e 87 ne we 114 we 126 
Sources : 


1. See Appendix IT. 

2. I. Bowen, ‘Building Output and the Trade Cycle’, Oxford Economic Papers, 1940. (The series on 
which this index is based is adjusted for changes in the cost of building.) 

3. See Appendix ITI. 

4. P. W.8. Andrews, ‘Post-War Public Companies: A Study in Investment and Enterprise’, Zcono- 
mic Journal, September 1937. Only the registrations for strictly manufacturing industries 
working in the U.K. have been taken from Table I of Mr. Andrews’s article. 

5. Private communication from Slough Estates, Ltd. (To make this series comparable, the indices 
have been adjusted to the same value as series (1) in 1932.) 


to cause it to rise more steeply after 1934 than is shown. It is clear, how- 
ever, that the rate of growth of industry on the Slough estate is greater 
than the national average until 1932 and that, thereafter, allowing for the 
omission of extensions from the Slough index and for the rise of the 
Bowen index from a deeper trough, the two developments occur at about 
the same rate. The slackening of the progress at Slough is probably due 
to the increasing competition among trading estates and the markedly 
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smaller average size of firm coming to the estate, as compared with the 
earlier period. 

Facts to support the first of these reasons are given in Appendix I. How- 
ever, this point should not be over-emphasized, as Slough’s main com- 
petitors—Welwyn and the Chase Estate, Park Royal—were pursuing 
active policies long before 1932. 


TaBE III 
Average Consolidated Rent per Tenant arriving during Year (£’s) 
1922 1923 1924 1925 1926 1927 1928 1929 1930 
1,327 782 662 723 233 493 596 530 324 
1931 1932 1933 1934 1935 1936 1937 1938 1939 
418 404 406 303 450 255 261 374 213 


Note. See Appendix II for definition of ‘consolidated’. 
The change in the size of rent bill per tenant is more significant. This 


can be seen from a comparison of series (1) and (3) in Table IT and Fig. 1. 
The relationship is shown more clearly in Table III and Fig. 2. 


1250 
1025 
800 


575 


-~ 


350 











1 1 1 l 
1922 1927 1932 1937 
Fie. 2. Average rent bill among new tenants. 


There is a very clear tendency for the average size of incoming firm, as 
measured by rent paid, to fall to the beginning of the 1930’s and then to 
be stabilized at a size some half of that for the period 1923—7.1 The fall 
is- obviously not due to a policy determined by the estate company. 


1 This does not mean, of course, that the firms concerned decline proportionately in size 
as measured by numbers of workers employed. In fect, this is certainly not the case 
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Slough Estates Ltd. was determined to prevent its rent roll from being 
dominated by a few large tenants,! but this would mean that it would 
seek more tenants, not tenants with smaller rent bills. 

The foregoing evidence is a fair comment on the emphasis that was 
placed in the 1930’s on the use of trading estates as an economic (as dis- 
tinct from a town-planning) device for developing or reviving an industrial 
area.? At the beginning of the period of economic recovery in the 1930's 
the Slough estate was already well developed and well known; it had 
many locational advantages ; and there was plenty of room for expansion. 
Yet during this period the rate of growth of total factory development 
relatively to that in the country as a whole seems to have been lower than 
in earlier years. It is not surprising, therefore, that trading estates achieved 
limited results before 1940 in the Special Areas. The experience at 
Slough was, perhaps, one reason why Sir Noel Mobbs advised the Barlow 
Commission that the trading estate could never become a major factor in 
industrial development. 

The success of the Slough Estate would seem to be largely associated 
with two sets of events; the development of new enterprise in 1928 and 
1929, of which the ‘new issues’ boom of the period was indicative ; and the 
immigration of enterprise into the United Kingdom, caused by the intro- 
duction of tariffs in the early 1930’s.4 Both are clearly shown if one com- 
pares series (3) and (4) of Table II and Fig. 1. There is a high positive 
correlation between the growth of industry at Slough in.1928 and 1929 
and the growth of new enterprise, as measured by the Andrews series. 
The evidence for 1931 and 1932 is shown by the contrast of the two 
series. 

The consistency of the evidence with the suggestion in the theoretical 
part of this paper, that the special facilities offered by a trading estate 
make it very susceptible to the effect cf variations in the state of trade on 
the inflow of tenants, is shown if we study the fluctuations of series (1) 
and (2) in Fig. 1. The recovery from the troughs in 1926 and 1931 and 
the peak of the boom in 1928 at Slough precede similar fluctuations for 
the country as a whole, although this reiationship does not hold after 


1 Sir Noel Mobbs, Evidence to Barlow Commission. 


* See M. P. Fogarty, op. cit. 
* As Sir Noel Mobbs pointed out to the Barlow Commission, the initial limited success of 


the Special Area estates arose largely from tenancies being taken by firms already situated 
in the Areas. The role of these estates was rather to provide an increased local supply of 
capital than to attract firms from elsewhere. Of course firms outside the Special Areas did 
establish factories, usually branch factories, and refugee entrepreneurs were forced into the 
Areas through Home Office pressure. 

* Personal knowledge of Slough (and Welwyn) show that the estate(s) received a large 
number of immigrant firms. Sir Noel Mobbs’s evidence to the Barlow Commission suggests 
that before 1939 one-fifth of the Slough Estate’s manufacturing tenants had come from 


abroad. 
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1931.1 Further support for the same view comes from the close relationship 
between the timing and extent of variations in Andrews’s series and the 
Slough series of new arrivals in the period associated with the new issues’ 
boom. The evidence is not conclusive in itself, but it tends to support the 
idea that ease of getting into (or out of) production quickly is a real factor 
influencing industrial development on a trading estate. 

There is also a case for expecting that firms on trading estates will 
expand rapidly, once they have overcome initial difficulties of starting 
the enterprise. It is impossible to secure comparative data to decide 
whether expansion of firms on estates occurred more quickly or to a greater 
degree than that of similar types of firms off trading estates. The pre-war 
annual Surveys of Industrial Development gave information on exten- 
sions, and it would have been possible to classify their material as between 
estates and non-estate areas. However, it is doubtful whether these sur- 
veys were sufficiently reliable for this purpose, and the classification was 
not made. 


TABLE IV 


Live Firms: Size of Rent Bill in September 1939 as per cent. of original 
(Consolidated) Rent for Firms using Expansion Facilities 









































Sie i/s) seis si siz 
OriginatSiee |i | Lig) gigigii ii} s]| Fz 
(f) Si/s/S/ si SiFlLSlLFlsica 
0-89 1 ae 5 8 5 2 3 l 1 26 
90-249 1 1 4 2 3 aS 4 1 2 18 
250-309 ‘ . ‘<a ge 5 5 ro af ox ss a 10 
310-459 » . nie 2 3 4 ¥s 1 10 
460-699 : 6 Hite zi 1 ard SY 1 
700-1,399 . ‘ 1 1 3 2 2 9 
1,400+ ‘ : 1 : 1 oe 2 
Total ‘ > 4 4 22 21 8 4 7 2 4 76 
ne a) ed 
Percentages ; 10 29 28 16 17 100 





Accordingly, Table IV is given with little comment concerning the use 
of expansion facilities at Slough. Evidently, considerable use was made 


1 If, instead of the series (1) of Table II, series (3) is compared with Bowen’s series, the 
lag is more frequent. But, as we do not know whether the average size of firm covered by 
the Bowen series varies from year to year, we do not know how valid is the second com- 
parison. Here we can note that there may be another factor contributing to the size of the 
fluctuations of the Slough rent roll series. There is some tendency for the average size of anew 
firm (as measured by its rent) to be relatively high in the more prosperous periods of the 
estate’s development, and relatively low in periods when the number of entrants was few 
(see Fig. 2). However, this does not nullify the remarks already made, as is shown by series 
(3) of Table II and Fig. 1. 
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of the facilities, especially by smaller firms. Further, we should not over- 
look 9 firms who moved to other sites before September 1939 after a success- 
ful period on the estate, and should not forget that of the 76 firms concerned 
in Table IV only 17 were on the estate in 1931. One has the impression 
(though it is only an impression) that the type of industry which went to 
Slough was able to expand more rapidly than it would have done if it had 
not enjoyed trading-estate facilities. 


VII 


The theoretical analysis and description of the arrival of firms at Slough 
might suggest that there would be a high rate of ‘failure’ of manufacturing 
enterprise.1 This was so. For the period 1920-39 some 45 per cent. of all 
firms which settled on the estate were ‘failures’. A more s‘znificant 
measure is obtained if only firms arriving before 1936 are considered, as 
those firms arriving after 1935 hardly had enough time to ‘fail’ before the 
outbreak of war. Some 60 per cent. of all firms arriving before 1936 were 
‘failures’. A limited number, 8, of these ‘failures’ were caused by the 8 
firms moving to alternative locations off the estate. It would be reason- 
able, therefore, to deflate the percentage of dead firms to 56 per cent. 
Yearly information is given in Table V. 


TABLE V 
Percentage of Firms arriving on the Slough estate in Specified Year which 
subsequently died 


1924 1925 1926 1927 1928 1929 1930 1931 1932 1933 1934 
50 42 80 56 83 65 58 50 44 53 57 


The table gives the expected result—there is a higher rate of mortality 
of firms which are established in years of prosperity than among those 
established in years of depression. Further, most ‘failures’ occur within 
five years of the start of the firms concerned. For the 141 dead firms esta- 
blished before 1935, 75 per cent. ‘failed’ within 5 years. The risk of 
‘failure’ appears to be similar within 1, 2, or 3 years of starting, although 
this similarity can be partly explained by the incidence of changes in the 
general level of prosperity. 

The mortality rate of firms is clearly high in absolute terms. There are 
several possibilities for a comparative study. 

1. As mentioned earlier, factories were available for renting at Welwyn 
from 1929 onwards. The following comparison has been calculated. At 

1 The definition of ‘failure’ is given in Appendix II. Suffice to say here that a failure is 
regarded as occurring when a firm leaves the estate, for whatever reason. ‘Death’ has been 
used as a synonym of ‘failure’. 

* Estimate based on conversations with various persons with long and thorough know- 


ledge of the estate’s history. Three of these firms moved to sites within } mile of the estate. 
4520.3 U 
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Welwyn 57 per cent. of firms leasing factories between January 1929 and © 


December 1935 were failures ; at Slough the figure was 41 per cent. for the 
same period.? 

2. The statistics of Mr. Andrews’s article mentioned earlier give the 
next comparison. These statistics refer to a one-in-five sample of Public 
Joint-Stock Companies and cover a much wider range of industries than 
those found at Slough. The average size of the firms in the sample is 
certainly greater than that for the Slough firms; but, for this very same 
reason, the sample is the more likely to be representative of industry as a 
whole. 

For the period 1920-30 the Andrews total sample shows a mortality 
rate of 33 per cent. of all firms started and dying in the period. The 
comparable figure for Slough is 73 per cent. Lest it should be said that the 
higher turnover of firms at Slough is to be associated with the teething 
problems of the estate, similar percentages have been calculated for the 
period 1927-30. The Andrews sample gives 36 per cent. and the Slough 
figures 74 per cent. Table VI shows a yearly measure of the mortality 
rates for Slough and for Andrews’s series. 


TABLE VI 





Year of start/registration 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 


Percentage of Slough firms 
dying within 5 years of start. | 50 27 31 56 33 79 52 
Percentage of Andrews’s firms 
dying within 5 — of 
registration > 0 19 26 20 15 36 39 


Year of start/registration 1930 | 1931 | 1932 | 1933 | 1934 | 1935 


Percentage of Slough firms 
dying within 5 years of start. | 33 42 27 50 57 4} 
Percentage of Andrews’s firms 
dying within 5 — of 
registration . 38* 



































* Covers period of 4 years only. 


Mr. Andrews presented information on the risk of failure within 5 years 
by product groupings for all firms starting in the period 1919-29 inclusive. 
Similarly, figures have been worked out for Slough, and the following com- 
parisons can be made. The risk of failure in Mr. Andrews’s sample for 
engineering, motors, and electrical engineering, is 41 per cent. ;? that at 


1 The Welwyn figure is based mainly on the statistics collected by Mr. Fogarty. 
* Obtained by combining three individual group estimates, weighting by the number of 
firms in each group in the Andrews sample. 
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Slough in Engineering (which includes the three groups) is 51 per cent. 
Mr. Andrews’s estimate for Buildings and Roads is 33 per cent. to compare 
with 70 per cent. for Slough.? Food Products compare 32 per cent. to 
57 per cent. For Household and Personal Products Mr. Andrews’s series 
gives 21 per cent. to compare with 34 per cent. for Chemical and Allied 
Trades at Slough.* It should be noted that the risk of failure for all Mr. 
Andrews’s sample is 22 per cent. 

In as far as Mr. Andrews’s material is a reliable guide to the develop- 
ment of all new enterprise, it is clear that the rate of failure was much 
higher among enterprise on the Slough estate than for the country as a 
whole.‘ But it is equally clear that this greater rate of failure at Slough 
was partly associated with the type of product made by firms on the estate. 

3. The Silverware and Jewellery Working Party Report shows that 27 
per cent. of firms in all trades in one industrial district of Birmingham 
established between 1934 and 1939 had failed by 1939. For the jewellery 
and ancillary metal trades (localized in the same district) the rate of failure 
is 24 per cent. The rate of failure on Slough estate calculated on the same 
basis is 25 per cent. 

The foregoing sets of evidence certainly show that the rate of failure for 
firms established on trading estates tends usually to be higher than that 
for firms established elsewhere. The explanation of this is partly due to the 
categories of industry which come to a trading estate, but partly the reason 
lies elsewhere. Limited evidence suggests that ease of starting up a firm is 
the second factor.’ The extent of ‘failures’ and the variation over time 
in mortality rates reflect how far erroneous expectations influence industrial 
development on estates. Once again, there is support for the theoretical 
introduction. 

It should be noted that the foregoing discussion may have tended to 


1 For the individual industries combined here the following are the ‘failure’ rates: wire- 
less and electrical engineering, Mr. Andrews 60 per cent., Slough 81 per cent. ; motor manu- 
facturing, Mr. Andrews 47 per cent., Slough 27 per cent. ; general engineering, Mr. Andrews 
17 per cent., Slough 63 per cent. Mr. Andrews’s classification of engineering probably 
included with the group those trades which at Slough have been classified as iron and steel 
and non-ferrous metal trades. The Slough percentage for engineering with these groups 
included is 47. 

® The Slough figure is perhaps so high because of a relatively large inflow of nationally 
organized house-building firms, whose existence is obviously of a migratory nature. 

% The product-content of this group of firms at Slough during this period makes the 
comparison much more valid than might be thought. 

* My definition of a failure is slightly wider than that of Mr. Andrews (see notes on 
methods of compilation of my material in the Appendix). To an unknown degree, therefore, 
I have over-estimated the differences in the retes of failure shown by Mr. Andrews’s and 
my data. But the error is probably very small. 

5 The following summary of Welwyn data is a comment on ease of entry in relation to 
rate of failure. Before 1936, 10 manufacturing firms occupied premises owned by them- 
selves ; of these firms 3 failed before September 1939 ; 54 manufacturing firms rented premises, 
of which 34 failed before September 1939. 
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over-estimate the total effect of the rates of failures of firms. For many 
purposes a more accurate measure of the influence of failures on the well- 
being of an estate is by a comparison of the number of failures in any one 
year with the total number of firms on the estate in that year. For the 
period 1923-39 the average extent of failure was 9 per cent. of all existing 
firms. The percentage was higher during the depression years. Once the 
estate was well cstablished and general economic conditions were no longer 
depressed, 1 in 12 firms would leave the estate on the average from year 
to year. 

There was apparently no significant difference in the rate of failure of 
firms of various sizes. If all firms are classified by size of consolidated rent 
bill and if we ignore the smallest group (this is legitimate because of the 
very large number of entrants to it in the late 1930’s), there is little dif- 
ference in the group mortality rates.1 The similarity of mortality rates by 
size groups is shown more clearly in Table VII which uses data for the 
years 1927-35. In this way, any possible abnormal influences at both ends 
of the inter-war period are excluded. 


TaseE VII 
Average Size of Firms in relation to Mortalities of Firms 1927-35 











(1) (2) (3) 

(2) as 

All firms All percentage 
Size of firm by rent | arriving | mortalities| of (1) 
£ 

1-89 26 16 62 
90-249 37 18 49 
250-309 37 24 65 
310-459 42 28 67 
460-699 ll 6 55 
700-1,399 25 13 52 
1,400+ 9 5 56 
Total ° . 187 110 59 














Note. The size groupings used have been determined by the frequency distribution 
obtained by classifying the 187 firms by size. 


Vill 


The mortality rates of firms at Slough can now be examined to attempt 
a partial assessment of what differences, if any, in mortality rate exist 
between industries. 

Apart from recording the total of arrivals and of mortalities in each 
group I noted the number of arrivals in each group which had arrived by 


1 Information is not available to classify firms by any other measure of size. But there is 
obviously a close correlation between size of rent bill and numbers employed. 











& spec 
a hig) 
havin 
whetk 
consic 
so thé 
group 
impor 
Janus 
hand, 
devel 
































ny 
ell- 
one 
the 


the 
ger 


. of 
ont 
the 
lif- 


the 
1ds 


tion 


apt 
cist 


ch 
by 


© is 





G. R. ALLEN 289 


a specified date. In this way it was possible to assess the extent to which 
a high mortality rate was due to a large number of firms in the group 
having started at an early date on the estate. Similarly, it could be seen 
whether a low mortality rate is related to late entry of the firms being 
considered. I have already shown that most failures occur within 5 years, 
so that if we consider the extent to which an industry or industry sub- 
group is established before January 1935, we shall be able to assess how 
important early or late entry has been. Similarly, I have used the dates 
January 1926 and January 1930 to divide up the period so as, on the one 
hand, to allow for any influences arising in the early years of the estate’s 
development, and, on the other hand, to divide the decade before 1935 into 





























TaBLE VIII 
Mortality Rates by Product Groups 
Nad | Mad No. of firms arriving before 
firms |mortali-| Jan. Jan. Jan. 
arriving | ties 1926 1930 1935 
Groups with over 50 per cent. mortalities: 
Cardboard products 9 4 0 2 6 
Printing Se th gi high oie eg 8 5 3 5 7 
Confectionery . ‘ f ‘ . ‘ 7 5 1 3 5 
Miscellaneous foods ° ‘ : . . 13 9 1 2 6 
Jams, &c. ‘ 6 ; - ; 7 4 2 3 4 
Soaps, polishes. fi < ° 8 5 2 6 8 
Miscellaneous wood products . ‘ : R 13 8 0 3 8 
Miscellaneous building materials . ‘ 10 8 3 5 7 
Plastics, toys, &c. s i . 14 8 0 4 10 
Cast products. ; : ; ; : 10 6 2 4 5 
Wireless, gramophones : j ‘ . 14 13 3 ll it 
Other electrical engineering . « . ° 14 ll 3 6 ll 
Sub-total . ‘ i 5 ' ‘ . 127 86 20 54 91 
Groups with over 25 and up to 50 per cent. mortalities: 
Clothing, excluding hats . : 7 3 0 2 2 
Pharmaceutical goods . : : . . ll 3 2 4 6 
Miscellaneous chemicals. < ; . ‘ 16 7 1 6 10 
Furniture. . : ‘ ‘ : > 7 3 1 3 3 
Rubber ‘ > : ‘ . ° ‘ 8 4 2 2 5 
Scientific instruments. ‘ . 7 4 0 1 4 
Machinery and mechanical engineering . * 17 8 2 8 12 
Manufacture and repair of vehicles . . 12 6 4 7 9 
Sub-total . . ° . . ° ° 85 38 12 33 51 
Groups with less than 25 per cent. mortalities: 
Miscellaneous paper goods’. . 6 1 0 0 0 
Cosmetics ‘ 7 1 0 0 5 
Aircraft manufacture 8 1 1 1 1 
Tool manufacture 7 1 0 0 2 
Miscellaneous engineering 7 I 2 2 2 
Paints, varnishes, &c. ll 1 1 2 6 
Sub-total . i : ; i ‘ . 46 6 4 5 16 
Total . ‘ . k i i . ° 258 130 36 92 158 
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the relatively prosperous and unprosperous years. No product group is — 
considered here if it contains less than five firms throughout the whole 
period. 

Table VIII provides data for various product groups. 

The main conclusion from Table VIII is that the extent of mortalities 
in the various product groups is very much related to the timing of the 
arrival of the firms being considered. This can be seen if we consider the 
product groups as three sections. The firms in the section with the highest 
rate of mortalities have on the average an earlier starting date on the 
estate than the firms in the other groups; similarly, the firms in the middle 
section have an earlier start on the average than those in the section with 
the lowest mortality rates. This is shown in Table IX. 

It seems clear that we shall not be able to measure a degree of risk of 
failure for each industry directly, so that we cannot make inter-industry 
comparisons on an exact basis. But we can use two approximate 
methods: 

(i) In certain cases we shall be able to range one industry against others 

according to industrial mortality rates and dates of starting. There 
will be no exact measure, but we shall be able to say that industry A 
appears to have a greater turnover of firms than industry B, when 
note is taken of their relative dates of starting. 

(ii) We can compare the average length of stay of firms which failed in 

various industry groups. 

Table X presents the information relevant to the first method. 

Columns (1) are the most important, and Columns (2) offer some check 
on a classification which can be made as follows: 

1. Product groups with above-average mortality rates 

Printing, Confectionery, Jams,! Miscellaneous Foods, Miscellaneous 
Wood Products, Miscellaneous Building Materials, Plastics and Toys, 
Scientific Instruments, Cast Products, Wireless and Gramophones, Other 
Electrical Engineering. 

2. Product growps with average mortality rates 

Clothing, Cardboard Products, Miscellaneous Paper Products, Soaps 
and Polishes, Miscellaneous Chemicals, Furniture, Rubber Products, Manu- 
facture and Repair of Vehicles, Machinery and Mechanical Engineering. 
3. Product groups with below-average mortality rates 

Pharmaceutical Goods, Cosmetics, Paints and Varnishes,* Aircraft 
Manufacture, Tools, and Miscellaneous Engineering. 


1 This category included one very successful firm which moved to another site. In view of 
the size of the sample it might be safer to regard this sub-group as having only an average 
rate of failuro. 3 

® As far as Slough is concerned this low rate of failure is to some extent attributable to 
very soft water-supplies. 
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G. R. ALLEN 
TABLE IX 
Level of Mortality Rates by Product Groups in relation to Starting Date of 
_ Firms included in the Groups 
‘ Percentage of firms in product 
groups with indicated mortality 
which arrived before specified date 
January | January | January 
Range of mortality rates 1926 1930 1935 
Over 50 per cent. 16 45 73 
Over 25 to 50 per cent. 14 36 58 
Under 25 per cent. 9 11 35 
: Total 14 36 61 
TABLE X 


Mortality Rates among Product Groups, distinguishing Firms established 
before 1935 and after 1934 





Group 


(1) 


Arrivals before 1935 


(2) 
Arrivals after 1934 





Nos. 
arriving 


of which 
failures 


Nos. 
arriving 


of which 
failures 





Clothing 

Printing A 

Cardboard products 

Miscellaneous paper _ . 
ny ‘ 
Jams 

Miscellancous foods 

Soaps and polishes 
Pharmaceutical —" 

Cosmetics . 

Paints and varnishes . 
Miscellaneous chemicals 
Furniture . . 
Miscellaneous wood ‘ 
Miscellaneous building materials . 
Rubber products ‘ ‘ 
Plastic, toys, &c. . 

Scientific iustruments . 

Cast products 

Wireless, gramophones 

Other electrical engineering . : 
Manufacture and repair vehicles . 


Machinery and mechanical racy - 


Aircraft 
Tools 
Miscellaneous engineering 
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tion has been made. 


TaBLE XI 
Product Groups ranged by length of Life of Dead Firms and Extent 
of Early Start 














Groups ranged in order by 
(1) (2) 
Length of | Extent of 
life early start 
Paper, printing . 2 8 
Food products . 5 7 
Chemicals . ‘ Ba 3 
Wood products . 1 5 
Stone, glass 3 1 
Miscellaneous . 7 6 
Metal products . 6 4 
Engineering 7 2 








Note to Table XI: Groups are ranged, starting with shortest life group and earliest 


starting group. (This is based on average of colurmns 3 and 4 of Table A.) 
The statistics from which Table XI is derived are as follows: 
Taste A. Mortality Rates of Firms by Main Product Groups 
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The information for our second approach to the problem of mortality 
(to measure the lengths of survival of dead firms in various product 
groups) is given in Table XI on the basis of which the following classifica- 



































Percentage of total arrivals 
Failures as ponte ab senior 
percent. of | January | January | January 
Product group all arrivals 1926 1930 1935 
Paper, printing 45 ll 26 52 
Food products 58 10 23 58 
Chemicals . 33 12 33 65 
Wood products 53 5 32 53 
Stone, glass . 65 25 55 60 
Miscellaneous 52 7 26 67 
Metal products 53 18 29 59 
Engineering . 54 20 46 66 
Unclassified . 51 9 19 37 
Total 48 23 32 57 
Taste B. 'Percentage of Dead Firms which died within Specified Periods by Product Groups 
All Paper and Food Wood 
industry | printing | products | Chemicals | products 
Under 3 years 66 75 63 67 84 
3-5 years 19 16 19 17 8 
Stone, Miscel- Metal Eingineer- Un- 
glass, &c.| I product ing classified 
Under 3 years 71 60 63 60 81 
3-5 years 21 20 12 27 14 




















a 











lity 
luct 
ica- 


est 








G. R. ALLEN 293 
1. Product growps with above-average expectation of life 
Engineering. 
2. Product growps with average expectation of life 

Food Products, Chemicals, Stone and Glass, Metal Products, and Miscel- 
laneous Products. 

3. Product groups with below-average expectation of life 

Paper and Printing, and Wood Products. 

The classifications into these groups must be regarded only as very ~ 
tentative, partly because of the size of the sample, and partly because the 
percentages which have been used to rank the industry groups, by extent 
of early start cover a narrow range, except for Stone and Glass Products 
and Engineering. 

IX ; 

Certain observations seem to follow from the foregoing analysis of 
failures, although the data is obviously limited in scope. 

1. Trading-estate facilities increase ease of entry into manufacturing 
and foster the more rapid growth of new enterprise. There are two results 
of this: 

(a) Rates of failure tend to be higher than among firms producing similar 
products but able to begin production without the assistance of an estate. 
The comparative data we gave on pages 286-287 support this. 

(6) One reason for the high total rate of failure of firms on a trading 
estate is that the estate tends to attract firms especially from those 
industries in which there is a relatively high degree of risk. In these 
industries the estate company tends to stimulate enterprise by, in effect, 








Taste XII 
Risk of Failure in Industry in relation to Total Rate of Failure on Slough 
Trading Estate 
ype ag Arrivals before 1935 | Arrivals after 1934 
groups Of which Of which 


included | Number | failures Number | failures 





Product groups with 
above-average rates 


of failure ° ° 11 81 66 36 15 
Product groups with 

average rates of fail- 

ure 9 55 32 35 9 


Product groups - with 
below-average rates 
of failure é é 6 22 6 29 2 


Note. See Table X. 
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transferring on to its own shoulders some risks which otherwise individual 
entrepreneurs would need to bear. Table XII provides evidence on this 
point. 

2. Although trading-estate facilities reduce the amount of risk which 
the individual business man has to bear, the available evidence suggests 
that these facilities do not favour one type of industry (when identified 
by product) as compared with another. This statement clearly applies only 
to those industries in which firms find production conditions suitable on 
estates. 

The reason for this statement is that a comparison of the classification 
following Table X and Mr. Andrews’s material shows that industries which 
appear in both analyses do not differ much in their degrees of riskiness, as 
shown in the following ranking. 


Product Groups ranked by Rates of Failure, starting with Highest Rates 


Andrews’s material Slough material 
Wireless and electrical Wireless and electrical 
Motors Building and roads 
Building and roads Engineering 

Food Food 

Household and personal Household and personal 
Engineering Motors 


3. High rates of failures among firms is not a feature peculiar to trading 
estates. They will be found wherever there is little difficulty in starting 
a business. Information from the Silverware and Jewellery Working Party 
Report supports this view. The rates of failure were as high in the industries 
mentioned there as they were at Slough. (In retailing they were probably 
higher.) 

4. If trading estates are used in the future on a large scale (which will 
be necessary if most of the estates established in the Development Areas 
are to be filled) we should not expect to find such high mortality rates 
associated with them as in the past. There is likely to be an effective 
limit to the supply of riskier types of enterprise which tended in the inter- 
war years to concentrate on the then few estates. Two broad groups of 
these riskier enterprises can be distinguished at Slough. 

(a) Assembly and processing industries. Wireless, electrical engineer- 
ing, and some processed foods are good examples. The manufacturer 
producing for immediate sale can purchase all of his raw materials— 
usually on credit—and his job is to put them together. In such cases 
entry is even easier than I have suggested is the case for industry in general.? 


1 For example, before the last war it was possible to buy every part used in making a 
wireless set, including cabinets, from ‘producers’ producers’, the valve manufacturers 
supplying details of the circuits used. 
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(6) Industries in which the final supply of consumers’ goods was markedly 
less than the expected long-run demand at some time in the inter-war 
period. Examples are wireless, pharmaceutical products, cosmetics, and 
(from personal knowledge of the Slough estate) firms included in the various 
miscellaneous product groups. In such industries, producers acting 
atomistically over-estimate the collective prospects of the industries and 
failures are inevitable. 

Industries in these categories will obviously arise in the future and prob- 
ably will tend to go to trading estates. But it is most likely that the rate 
of growth of trading-estate facilities since 1939 will mean that the amount 
of such industry going to each estate will be lower relatively than before 
1939. 

5. The average length of life of firms which subsequently died is more 
constant as between broad product groups than is the risk of ultimate 
failure for the industries I have studied. This is shown by considering the 
percentage of firms which fail within 3 years of starting. (The statement 
is not correct if the percentage of firms failing within 1 year is used as the 
measure of expectancy of life.) This fact may be of interest to economists 
who are working on theories of risk and uncertainty. 

6. The extent of failures does not vary much as between different size 
groups of firms. The average percentage failure for all firms established 
1927-35 was 59 per cent., the range around this being 49 per cent. to 
67 per cent. (Although the range of variation is not so great, a similar 
pattern can be noted as was found for the Birmingham Jewellery industry 
in the Silverware and Jewellery Working Party Report, namely that from 
the relatively high failure rate for the smallest firms there is a fall followed 
by a rise, and then by a final decline.) 

It seems difficult to draw any more firm conclusions from this paper. 
The study of trading estates will, I hope, be valuable in its own right. 
But, more than this, when one studies those trading estates established 
before 1939 outside the Special Areas, one is laying one’s finger on the 
pulse of an important section of new enterprise.2_ We know little about this 
form of economic activity. Particularly, we need detailed case studies of 
individual ‘new’ industries and of individual estates to clothe in flesh the 


1 See p. 292, note to Table XI. 

* It might be argued that a large amount of enterprise established on the pre-war London 
area estates was not new enterprise, as it either came from abroad or migrated from existing 
sites in the United Kingdom, particularly from London itself. In the case of the few firms 
which could command large financial resources (for example, Roche Products Ltd. at 
Welwyn or Citroen Cars Ltd. at Slough) this is true. But most of the firms which came to 
these estates from elsewhere were small and would start on the estates with financial 
resources strained to the limit. Migration would be coincident with expansion. My own 
conversations with business men managing relatively small firms on estates certainly con- 
vince me that they regarded their moves to estates as equivalent to setting up new enter- 
prises. 





296 GROWTH OF INDUSTRY ON TRADING ESTATES, 1920-39 


bare statistical bones which my paper provides. Further, a special theory 
of the firm may be required here. For example, whereas a long-run theory 
is more appropriate to explain the behaviour of well-established enter- 
prises, a short-run theory may be required to analyse the activities of 
nowly established ones which start with limited financial resources. 

Part of my central thesis has been that trading-estate facilities assist 
firms to grow. It'is appropriate to end by considering a criticism which I 
have heard frequently : that the instability on estates, which arises because 
of the ease of entry and which is shown by the high rate of failure of firms, 
is a price which cannot be afforded. As far as the answer lies within the 
scope of economics, and if it is conceded that the development of new 
enterprise is desirable, the following points should be noted. 

1. Product for product, the rate of failure among new firms is higher 
when they are situated on an estate than when they are found elsewhere. 
But the difference is perhaps less than one would have expected. 

2. There is danger of obtaining an excessively pessimistic view by 
considering numbers of failures in relation to new enterprise. As time 
passes, the body of firms which survive reduce the significance of a given 
proportion of failures among new arrivals in a particular area. 

3. Estates do facilitate the growth of new enterprise. They enable firms 
to start which otherwise might never have done so and, presumably, there 
must be some net gain from this. Similarly, they most likely enable firms 
to expand more quickly than would otherwise have been possible. 

4. As high rates of failure are a feature of the growth of new enterprise, 
a trading-estate company, by localizing the supply of resources which are 
temporarily rendered idle by the occurrence of failures and by pursuing 
a policy which seeks to re-employ these resources as quickly as possible, 
helps to reduce loss of social capital. 

5. The high rates of failure found on trading estates before 1939 are 
partly explained by the peculiar susceptibility of these estates to fluctua- 
tions in the general level of economic activity. It is to confuse cause and 
effect to blame trading estates for the inability of governments to maintain 
economic stability. 


AGRICULTURAL ECONOMICS 
RESEARCH INSTITUTE, 
PARKS ROAD, 
OXFORD. 


Note. The research on which this paper is based was, of course, carried out before I 
accepted an appointment at the Agricultural Economics Research Institute in 1949. 
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APPENDIX I 
Some Notes on Trading Estates established before 1939 


Some areas that were described in the 1930's as trading estates did not provide 
factories for renting, and, in the accepted sense of the term, were trading estates in 
name only. The following notes describe the main estates established before 1939 
that were trading estates. They include industrial areas of certain garden cities and 
satellite towns which were developed largely by the offer of rentable factories. 
Where appropriate, the names of developing companies are given. 

Slough Estate. Site taken over in 1920 by Slough Trading Co. Ltd. (later called 
Slough Estates Ltd.), the purpose being to dispose of surplus war materials, mostly 
vehicles, purchased with the site. There were factories on the site, some of which 
were let. Policy of estate development adopted in 1923. In 1939, 28.500 workers 
employed on the estate. 

Although Trafford Park Estate, Manchester, had leased a few factories before 
1914, the Slough Trading Estate is unquestionably the prototype of most subsequent 
development. 

Kings Norton Estate, Birmingham. Developed as a subsidiary concern by Slough 
Estates Ltd. from 1932 onwards. In 1939 there were 57 firms, employing 1,500 
workers. 

Welwyn Garden City. Factory development began in 1920, but first factories 
leased in 1929. March 1939, there were 85 firms employing 4,250 workers. These 
included a few large firms owning buildings. 

Special Area Estates. 1. Hillington, near Glasgow. Started in June 1937, and in 
May 1939 had 78 tenants in production (9 more having taken leases but not in pro- 
duction) employing 1,500 workers. 

2. Team Valley, near Gateshead. Started October 1936. In May 1939 had 98 
tenants employing 2,520 workers. 

3. Treforest, South Wales. Started October 1936. In May 1939 there were 43 
tenants in production, employing 1,870 workers. 

Boreham Wood Estate, Hertfordshire. John Laing and Co. Ltd. Developed in late 
1930’s. In August 1948 there were 30 tenants employing 1,500 workers. (Limited 
industrial development between 1939 and 1948 in the Greater London area means 
these figures are a fair measure of the size of the estate in 1939.) 

Weybridge Trading Estate, Surrey. Associated London Properties Ltd. Factories 
on the estate employed 800 workers in August 1948. 

Great Western Trading Estate, Park Royal. Developed by Great Western Railway. 
Small estate, with about 10 small firms. 

Letchworth. First Garden City Co. Ltd. A few factories were built for leasing in 
1930’s, but never in advance of demand. 

Percy Bilton Estates Lid. Various estates in the Greater London area, established 
in the 1930’s. Factories leased if required, but developers preferred to sell factories. 
These estates were small. The estate at Perivale was perhaps largest of these. 
Development here started in 1934. My own estimate suggests there were 43 different 
firms on this estate during the period before the outbreak of war. Allowing for 
failures, the total at any one time would be less than this, and many firms owned 
their factories. 

Chase Estate, Park Royal. Developed by Allnutt Ltd. The type of development 
similar to that on the Bilton Estates, although building started at a much earlier 
date. As in the case of Slough, the area was developed from a site used by the 
government in the First World War. 

Commercial Structures Lid. Similar type of development to that by Percy Bilton 
Estates Ltd. 
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Dagenham Dock Estate, Essex. Samuel Williams Ltd. Although factories could be 
leased, this estate was different from the others. It catered for firms requiring 
extensive transport facilities, including deep-water docking. In general charac- 
teristics it resembles Trafford Park Estate’ rather than Slough. 


APPENDIX II 


Sources and Methods of Compilation of Slough Data 


The chief source of information was the rent files of Slough Estat. itd. From its 
earliest days the Company has maintained (and preserved) lease cards for each tenant 
occupying factories. These cards specified the following information of use to me: 
the number of the building concerned, the name of the firm occupying it, annual rent 
payable, the length of the lease concerned, and the date at which the first and, where 
appropriate, final payments of rent were due. 

The annual rent attributable to the firm on account of its occupation of the 
particular building was clear, except in two respects. (1) In some cases in the 1920’s 
the rent payment covered both gross rent and rates, which were then paid by the 
company. It was, however, possible to establish firmly that in the many cases for 
which the information could be obtained that rates were one-sixth of the rent 
payable to the estate company. Accordingly, where rent payments included rates, 
the recorded value was deflated by one-sixth to estimate the ‘true’ rent received by 
the estate company. (2) Certain very small factories (usually with an annual rent of 
less than £20) were rented on agreements which included supplies of heating and 
lighting. In a few cases, such factories were leased without a charge for heating and 
lighting included in the lease, these being then provided at tenant’s cost. The 
difference of the charges for the two types of rental was used as the basis of deflation 
for the first-mentioned. 

Date of starting was usually taken as the date from which rent payment com- 
menced. There may have been a lag between commencement of a tenancy and 
occupation of the factory concerned, or, alternatively, the estate company may have 
allowed a tenant a short period of free occupation before rent became chargeable. 
These time discrepancies might be important if only quarter-day accounts were 
recorded. Thus there could be a maximum error of three months in my estimate of 
the starting date. But rents were very frequently shown as starting at other than 
quarter days. Neither tenant nor landlord (except in the cases which were recorded) 
was apparently prepared to make the other a gift of one quarter’s rent. The number 
of instances on which the date from which rent became due did not fall on quarter 
day leads me to believe that the starting dates used reflect accurately when firms 
began production on the estate. In any case where the records showed that a firm 
occupied a building free of charge for some period, the date of starting was taken as 
being the beginning of occupation. (In any case, my calculations will give an exact 
timing of the making of decisions by business men to start or expand their businesses.) 

Date of departure of a firm was taken as being the final day of the quarter in which 
the last rent payment was made, subject to three adjustments. In some cases the 
rent files contained more exact evidence of the date of termination of a lease. In 
other cases it was possible to see that a firm must have left a factory before the end 


1 By 1939 there were a number of ‘estates’, developed by one central authority, in which 
building sites were sold or factories built for sale and in which the main attraction was highly 
developed transport facilities, including docks for sea-going transport. These estates include 
Trafford Park Estate, Bromborough Port Estate in the Wirral peninsula, and the Dagenham 
Dock Estate. 
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of a quarter, as the same factory was being occupied by another firm.’ In that case 
the date of leaving was taken as being the day before that on which the other firm 
became the tenant. Finally, in some cases, one firm assigned its lease to another one. 
The date at which the assignment became effective was taken as that of the departure 
of the first firm. Once again the extent of errors in timing would seem small, with 
@ maximum error of three months, the chance of which would not be great. 

Thus, by combining the details of a firm’s occupation of all factories, information 
was obtained on date of start, date of departure (where appropriate) and rent bill at 
all times in the firm’s life on the estate. One point should be especially noted about 
the rent bill. In some cases firms arrived at Slough and within a few months became 
tenants of much more factory space. In such cases it would seem virtually certain 
that the firm concerned had intended to expand soon after its arrival on the estate 
and that the original lease would not give a true measure of what a business man 
intended the size of his business to be in view of the expectations which had led him 
to establish his enterprise. To meet this point a firm’s initial rent bill has been 
measured as that contracted by the end of a six months’ period beginning at the day 
on which the first lease was taken. In the main text this is called the ‘consoli- 
dated rent’. 

The information necessary to classify firms by product groups was obtained from 
various sources. The report by P. E. P. on The Location of Industry in Great Britain 
and articles in Business gave such information for both dead firms and those that 
had survived past 1939. Other sources for firms that had left the estate by 1939 or 
by the time I began my investigation were the estate company’s collection of ‘dead’ 
lease contract documents, a card index made by Mr. Fogarty of the records on which 
the pre-war Surveys of Industrial Development. were based, the memories of many 
of the Estate Company’s staff, and articles of association and related material de- 
posited with the Registrar of Companies of the Board of Trade. For firms that were 
still in production when I visited the estate, the nature of their product then was 
used to classify them in the pre-war period, checks being made in those cases, mainly 
in the engineering industry, where I thought it likely that a firm had been producing 
pre-war goods which would fall into different product groups from those it was pro- 
ducing in 1948. The product groups classifications which have been used throughout 
this analysis are those of the 1935 Census of Production. 

The difficult problem of the analysis was to decide whether a firm had failed, as 
defined in this paper ; a failure being deemed to have occurred whenever a firm ceased 
to operate on the estate, for whatever reason. As far as possible an attempt was made 
to standardize my definition of failure with that used in earlier investigations. 
Accordingly, the following were regarded as failures: companies wound up by order 
of the court ; creditors’ voluntary windings up ; companies which left the estate and 
which, as revealed by my later investigations, had been struck off the Register of 
Companies at a time reasonably close to the date of the firm’s cessation of operations 
on the estate; companies wound up voluntarily, but not for sale, amalgamation, or 
reorganization ; and companies wound up for reconstruction of capital. These were 
the main categories of failure in Mr. Andrews’s article mentioned earlier. 

My definition departs from that of Mr. Andrews’s in two respects. Firstly, firms 
that left the estate to start business elsewhere were treated as failures, as their 
removal could cause for the estate company exactly the same problems of reletting 
premises as would occur when a firm failed—in a more normal sense. The inclusion 
of firms which moved elsewhere may be controversial in principle: but in fact the 
number of firms classified in this way was very small. Secondly, Mr. Andrews did not 


1 In many cases this check could be made from the rent files themselves. But, as a final 
check, the history of each factory was studied from the date on which it was first leased. 
(This was possible as all factories were numbered, and where the numbers changed during 
the period 1920-39 the fact was recorded.) 





300 GROWTH OF INDUSTRY ON TRADING ESTATES, 1920-39 


include in his definition companies wound up for sale or amalgamation because of the 
difficulty of determining the reason for the winding-up. Inspection of the Slough 
records showed that such transfers occurred frequently on the estate and I decided, 
therefore, to include them in my analysis of failures. I have treated as failures those 
firms which as a result of saic to or amalgamation with another company were sub- 
ject to a definite change of controlling interests. I am satisfied that my analysis is 
accurate, given my definition of failure. In the majority of cases where the name of 
a firm ceased to be in the rent files, the Slough records contained categorical evidence 
that the firm had failed in a sense as used by Mr. Andrews; in many other cases 
persons with detailed knowledge of the history of the estate could give me informa- 

tion to the same effect. The other cases were determined by inapection of records 
held by the Registrar of Companies. 

The Slough records contained very many references from one firm to another, as, 
for example, an assignment of lease from the one to the other, or a change of name of 
a firm involving a transfer of factory leases. Or again, inspection of the history of 
each particular building often showed a firm renting a factory immediately after it 
had been vacated by another one (i.e. one day divided the termination of the one 
lease and the starting of the other). Such cases as these were always checked to 
establish whether there was a continuity of enterprise or whether in fact a failure 
had occurred. In general, my procedure was not to build up my group of failures but 
to regard as a potential failure any tenant which ceased to hold leases in its existing 
name and to remove from this group those who could be established as not having 
failed. 

The final problem of classification concerned the length of lease contracted by 
a tenant. Tenants on the Slough estate could take leases to run for various periods. 
The most frequent type of lease was that on a 21-year basis. A few leases were for 
periods varying in length between 3 and 21 years, and 3-year leases tended to be 
numerous. Below this length of periud there was again many variations, with 
monthly leases being most common. I have classified a firm by the nature of its 
leases into three groups: 

1. Short leases. Where all leases taken were on less than a yearly basis. 

2. Medium leases. Where the main leases had 1 to 4 years currency. 

3. Long leases. Where the main leases ran for periods greater than 4 years. 

In both (2) and (3) it seemed obvious that if a firm had leases of different lengths at 
any time in its life on the estate it should be classified according to its longest leases. 
Special Note 

It has not been possible to publish with this article the detailed tables obtained 
from the analysis described above and on which the statistics relating to Slough in 
the main text are based. 

The following are a few details from these tables. In the years 1920-39 the Slough 
estate received 500 tenants, of which 397 held long leases and 103 medium and 
short leases. There were 280 ‘failures’, of which 179 were of long-lease firms. (The 
high rate of failure among the other firms is clearly understandable.) Arrivals of 
long-lease manufacturing firms were 360, of which 165 were ‘failures’. The estimate 
of avernge rent bill per new tenant in Table III is always based on more than 9 
entries, except in 1922 (5), 1924 (9), and 1926 (9). 

The cletailed Slough statistics in the article always refer to long-lease firms only. 
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